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Our Federal Estate and Gift Taxes: 
Loopholes and Remedies 


Gerorce N. EckLUND 


Instructor of Economics, Augsburg College 


THE FACILITY with which tax-free 
wealth transfers can be made in the 
United States reflects the gaps which 
exist in Federal estate and gift tax laws. 
So imposing are these gaps that a man 
may, for example give away much of a 
million-dollar estate during life, tax- 
free, and protect his heirs from the 
burden of death duties through a series 
of life estates. From this extreme, the 
loopholes fade into diminishing but ef- 
fective returns for estate-handling vigi- 
lance. 

To define and illustrate the gaps, to 
determine the extent of their use, and 
to examine remedies are the objects of 
this analysis. Consideration will be 
given to some of the areas where adroit- 


ness in estate handling leads to divi- 


dends in tax saving, to the extent to 
which estate holders take advantage of 
the loopholes as a way of escape, and 
to a few of the remedies that have been 
suggested for making transfers of 
wealth, in whatever form, subject to 
uniform treatment taxwise. 


The Gaps 


The Internal Revenue Code makes 
the following concessions to those who 
make gifts of their property: 

Sec. 1004 (a) (1) — $30,000 of gifts 
in one donor’s lifetime are com- 
pletely free from tax (known as 
the “specific exemption”) . 

Sec. 1003 (b) (3) — Each calendar 


year a donor may deduct $3,000 
from gifts he makes to each one 
of his donees (known as the “an- 
nual exclusion’’). 

Sec. 1004 (a) (3) —Any gift to a 
spouse is taxed on only one-half its 
value (known as the “marital de- 
duction’’). 

Sec. 1000 (f) — Gifts made by the 
donor to third parties, other than 
his wife, are considered made one- 
half by each spouse, resulting in a 
double exemption and exclusion. 

Sec. 1004 (a) (2) —The total 
amount of charitable gifts is not 
taxed. 

The Code contains the following pro- 
visions for those who transfer property 
by will: 

Sec. 812 (e) —All the property left 
to a spouse, up to a total valuation 
of one-half the estate, is tax-free. 

Sec. 812 (a) —A specific exemption 
of $60,000 is given to every estate. 

Sec. 812 (d) —None of the money 
left to charitable purposes is taxed. 

If taken singly, most of these pro- 
visions are reasonable, even desirable, 
in their objectives. It is not practical to 
tax all Christmas and birthday gifts, so 
that an annual exclusion is justified. 
Charitable gifts and bequests rest in a 
tax-free tradition. The marital pro- 
visions may have eliminated inequities 
previously imposed by varying state 


[3] 


4 CURRENT ECONOMIC COMMENT 


laws. However, the magnitude of the 
gaps as a whole and the manner in 
which they may be used can encourage 
avoidance on a large scale. 


Benevolence by Gift Compared with 
Benevolence by Will 


From the point of view of tax saving, 
it is advantageous for an estate holder 
to give his property to his heirs during 
his life rather than after his death. The 
rate of gift tax in each bracket is ex- 
actly three-fourths of the rate of estate 
tax for that bracket. This dual tax rate 
for wealth transfers affords an oppor- 
tunity to escape the higher estate taxes 
by making gifts which are subject to 
the lower gift taxes. The windfall be- 
comes more meaningful in a specific 
example. 

One million dollars is to be left by a 
hypothetical taxpayer, Smith, to his 
only son: 

If he gives the son $815,000 as a gift 
during life, he will in addition have to 
pay about $185,000 in gift tax, leaving 
no estate (Chart 1A). 


CHART 1A 


If he leaves the entire $1,000,000 by 
will, his estate must pay about $303,500 
of estate tax, leaving the son a legacy of 
only $696,500 (Chart 1B). 

The windfall may be looked at in 
another way. If a donor has met finan- 
cial success in life and is confronted at 
death with the highest possible tax on 
his estate, the effective rate of the estate 
tax will be more than twice the highest 
rate of the gift tax. If Smith makes a 
gift of $1.00 in the top gift bracket, he 
will pay 57 cents in gift tax, which 
represents 36 percent of the $1.57 with 
which he has parted. On the othe 
hand, if Smith parts with $1.57 by wil! 
in the top estate bracket, he will pay 
$1.22 in estate tax — more than double 
the gift tax. 

The savings which arise from this tas 
differential may be attributed to a num. 
ber of causes: 

1. The flat differences in rates appli- 
cable to a given bracket. 

2. The fact that the estate tax is paic 
from the estate and includes a tax or 
the dollar amount of the estate tax 


CHART 1B 
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whereas the gift tax is not deducted 
from the gift and does not include a 
tax on the dollar amount of the gift tax. 
For example, if Smith made no gifts 
during life, his entire $1,000,000 is sub- 
ject to estate tax, which is payable from 
the estate. The tax is levied against the 
$303,500 which is taken away as tax, 
as well as against the $696,500 which 
remains to the son. However, if Smith 
makes a gift of $20,000 to his son and 
pays a gift tax of $1,200, he has parted 
with $21,200, but the gift tax is levied 


only on the amount of the gift ($20,- 


000), rather than on Smith’s total 
outgo ($21,200). 

3. The fact that each gift made re- 
duces the amount of the remaining 


_ estate which later will be subject to the 


higher estate tax. Furthermore, an 
estate which has been reduced in size 
by payment of gifts and gift tax will fall 
into a lower bracket of the progressive 
estate tax rates. Giving money in life 
reduces the amount of tax payable after 
death. 

The alternatives confronting Smith 
and the rewards of careful planning 


may be clearly demonstrated: 


ALTERNATIVE A 
Combination of gifts 


By judicious use of the gift provisions 
in the Code, Smith could give away 
nearly all of his million dollars tax-free 
over the space of ten years. Making 
Smith prolific for a moment, suppose he 
had three children, each of whom is 
married and has two children. Smith 
now has thirteen entities among whom 
to distribute his wealth (his wife, three 
children, three “‘children-in-law,” and 
six grandchildren). Smith and his wife 
may each claim a specific exemption of 
$30,000 and may each claim annual ex- 
clusions of $3,000 for each gift recipi- 
ent. In addition, Smith may give his 
wife $6,000 each year free of tax: One- 
half of any gift to a wife is not taxed, 
accounting for $3,000, and an annual 
exclusion of $3,000 each year may be 
claimed for his wife, just as for any gift 
recipient. At the end of ten years, 
Smith’s tax-free books might appear as 
follows: 

First year — $138,000 given away free 
of tax: 


Accounted for by: 
One exemption for 


Spaatndat: wea pumsee $30,000 
One exemption for 
INISUWHte™ acyeaneree « 30,000 


ALTERNATIVE B 


B ts onl 
and bequests fae 


Estate Tax Estate Tax 
sirotal estate $1,000,000...........-..- $1,000,000 $1,000,000 
$200,000 Gift* (only $134,000 is taxable) $ 23,175 None 
Bema ACStALG. s . v aie civic ss eae 8 776,825 1,000,000 
Pstateutaseea ty Cleat aciae Aid aie site on 221,588 $303,500 
‘loiail (abe joRNela neooupuaceupacmmao or $244,763 $303,500 
INGEcstate for Smith $:SONkan.- =... 25: (5 2ou) 696,500 
EMO UI OMmlAxXasa VEGn 40 lenin ae eas ae Sih, Si) 


* Gift tax rate equal to three-fourths of estate tax rate; no tax on tax. 
** Estate reduced by amount of gift and by amount of gift tax. 
*** Tax on estate tax; alternative A in a lower estate tax bracket. 
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One exclusion for 

Smith to each 

MEOHOMOME, Cau none 36,000 
One exclusion for 

his wife to each 


ACHOSTES ommce oc 36,000 
Smith’s gift to his 
SWAG apaae few: Faraecs 6,000 
; $138,000 


Second and each succeeding year — 
$78,000 each year: 


Accounted for by: 
One exclusion an- 
nually for Smith 
to each recipient. . $36,000 
One exclusion an- 
nually for his wife 
toeachrecipient.. 36,000 
Smith’s annual gift 


120) JVI WANS os oo ca 6,000 
Annually...... $78,000 
Hormme years. centre: 702,000 
Total tax-free transfer.... $840,000 


The remaining estate of $160,000 would 
descend practically free of transfer 
taxes, because of the marital deduction 
(50%) and the $60,000 exemption. 

It may be unlikely that a flesh-and- 
blood Smith would give, during life, his 
estate in equal shares to thirteen recipi- 
ents. Nevertheless, the gaps in the law 
allow this kind of avoidance in varying 
degrees. 

The tax-saving literati have pointed 
out other possibilities for an outright 
transfer of the estate completely free 
of taxes. Perhaps the least objection- 
able of them is the suggestion to convey 
one-half the estate to the wife and one- 
half to charitable organizations. 

It has been felt that tax-evasive gifts 
to the wife may be discouraged by the 
1948 Revenue Act, which provides that 
all the property left by will to a wife, 
up to one-half the value of the estate, 


is not taxable. One-half of any gift to 
a wife.is subject to the gift tax, where- 
as any amount of property left to her 
by will is tax-free if it does not exceed 
one-half the value of the total estate. 
For example, if Smith desires to leave 
his wife one-half of a $240,000 estate, 
he may make a gift to her of $120,000 
and pay a gift tax of $1,935, or he may 
leave $120,000 to her by will completely 
free to transfer tax. Whether this situa- 
tion discourages tax-evasive gifts, how- 
ever, is contingent on the wife surviving 
the husband. 

If Smith precedes his wife in death, 
the $120,000 left to his wife will be 
tax-free, and the remaining $120,000 
will be granted the $60,000 exemption. 
But if Smith should outlive his wife he 
will lose the one-half marital deduc- 
tion and his $240,000 estate will be 
granted only the $60,000 exemption. 
This may be summarized: 

A. If Smith makes a $120,000 gift to 

his wife: 
Gift tax on $120,000...... 
Remaining es- 
tate left by 
Willer $120,000 
Less: $60,000 


exemption. 


$ 1,935 


60,000 


Nettaxableestate $ 60,000 
Estate tax on $120,000.... 


Total transfer tax... .. 


9,500. 
$11,435: 
B. If Smith leaves his entire estate by; 
will and his wife survives him: 
ile taliestate- cae eee $240,000 
Less: Marital 


deduction $120,000 
$60,000 


) 
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C. If Smith leaves his entire estate 
by will, but he survives his wife: 


Total estate...... $240,000 
Less: $60,000 
exemption... 60,000 
Net taxable es- 
Fates SW elas $180,000 


Total transfer tax..... $48,700 


It is apparent that if Smith’s wife 
survives him, it is more advantageous to 
transfer his wealth to her by will (al- 
ternative B) rather than by gift. If the 


_ wife dies first, however, a transfer by 


will results in total tax of $48,700 (al- 
ternative C), while a gift to the wife 
during life would cut the total tax bill 


to $11,435 (alternative A). In spite of 
the 1948 Revenue Act, it still may be 
_ profitable to weigh carefully the choice 


: 
| 


between gifts and bequests to the wife. 


Transfers in Trust vs. Unconditional 
Transfers 

The trust is an evasive device which 
has made it possible to pass property 
through several successive generations 
and pay only one transfer tax. The law 
requires that the trust be irrevocable, 
so that it may not be recalled by the 
person creating the trust. The signifi- 
cant aspects of the trust may be sum- 
marized: 

1. Property transferred by will in 
trust will be taxed at the time of the 
first transfer, but no further tax is paid 
when it passes to the succeeding bene- 
ficiaries according to terms of the trust 
instrument. In fact, no estate tax is due 
on that property beyond the first tax 
until the last beneficiary named in the 
trust transfers it from his possession. 
The irrevocable trust by will is subject 
to these variations: 


a. The holder of the life estate (the 
current beneficiary) may be given 
no power to distribute the remain- 
der of the estate, the next bene- 
ficiary being specifically named in 
the trust instrument, or 

b. The holder of the life estate may 
be given restricted power to ap- 
point succeeding beneficiaries. 

2. Property may be transferred by 
gift in trust, for which the taxpayer 
may claim the usual $3,000 exclusion 
($6,000 if he and his wife give to- 
gether). In this case, however, there 
must be a transfer of a present interest 
to the recipient, as distinguished from 
a future interest in the property. 

The trust device takes on more mean- 
ing in a hypothetical example. Smith 
compares the advantages of leaving his 
million dollars directly by will to his 
wife with leaving it to her in trust, 
giving particular thought to the amount 
of the estate that will finally accrue to 
his grandson: 

If the property is left directly to the 
widow, the estate must pay a tax at 
that time of $146,000 (the first tax is 
relatively low because of the one-half 
marital deduction). If the widow in 
turn leaves the remaining $854,000 di- 
rectly to her son, an estate tax of $271,- 
000 must be paid. If the son wills the 
remaining property to his son (Smith’s 
grandson), the third transfer tax 
amounts to $174,000. As a result, the 
grandson receives an inheritance of 
$409,000, less than half of his grand- 
father’s estate (Chart 2A). 

The trust device is more appealing. 
If Smith puts the property in irrev- 
ocable trust for his wife during her 
life, the remainder to his son for his 
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CHART 2A 
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life, with the remainder to his grandson, 
the total tax bill is appreciably less. In 
this case, the first transfer to the wife 
results in an estate tax of $325,000 
(higher than the first tax in the above 
example, because no marital deduction 
is allowed when only a life estate is 
given to the wife). No additional taxes 
are paid, however. When the estate 
passes to the son it is not taxable, and 
when the grandson comes into his 
inheritance he receives it tax-free. Con- 
sequently, the grandson receives $675,- 
000, more than two-thirds of his 
grandfather’s estate (Chart 2B). 


Some Miscellaneous Gaps 


1. The value of a decedent’s gross 
estate for estate tax purposes is its 


TOTAL TAX 


fair market value at time of death or 
one year after death. This value is 
subject to sharp deflation under the 
following plan: Smith and a friend 
formed a partnership, which prospered 
and increased in value. Anticipating the 
growing appreciation of the property, 
Smith entered an agreement to sell his; 
share to his partner for its current mar-: 
ket value of $500,000, but the title is; 
not to take effect until Smith dies. A. 
number of years later, when Smith dies, , 
his partnership share has increased in) 
value to $1,000,000, but the taxable> 
value will be only $500,000, because of! 
the sale agreement made earlier. The: 
estate tax is then levied against only, 
one-half the true value of the estate. In) 
states which allow contracts to sell real! 
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CHART 2B 
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_ estate between husband and wife, Smith 
may complete such an agreement with 
members of his immediate family and 
make a considerable saving in estate 
tax. 

2. Although the proceeds of insur- 
ance on the life of the deceased are 
normally subject to estate tax, there is 
an attractive life insurance loophole. 
The husband may set up a trust to pay 
the premiums on his life insurance 
policy, or his wife may pay them from 
her separate funds. If he retains no 
incidents of control in the policy, the 
proceeds will pass to his heirs free of 
estate tax. A series of such policies can 
create a tax-free estate of respectable 
size. 

3. Since 1950, the gift tax laws can- 
not be counted among the barriers to 
escaping from matrimony. Under gen- 
eral applications of transfer tax laws, 
all transfers of property between 
spouses are taxed, whether gifts previ- 
ous to marriage, gifts during marriage, 
gifts at divorce, or transfers by will. 
But a special case has been made for 
gifts at time of divorce. The Supreme 
Court has held that transfers between 


XO 


TOTAL TAX 


husband and wife ratified by a divorce 
decree are not taxable as gifts.* In this 
case, the wife made transfers to the 
husband which were $100,000 in excess 
of those made by the husband to the 
wife. No tax was collected. 


4, Both estate and gift taxes may be 
avoided in a device of particular attrac- 
tion for older people. Property owned 
by an individual may be transferred to 
his children in exchange for their 
promise to pay him an annuity during 
the remainder of his life. If Smith 
transferred a $200,000 estate in this 
fashion, and if the property transferred 
is equal in value to the cost of a 
commercial annuity of the amount 
promised, then there is no gift tax to 
pay, since Smith has “given” nothing. 
There is no estate when Smith dies, and 
no estate tax is payable. The entire 
$200,000 has been transferred tax-free. 

5. The capital gains tax may influ- 
ence the choice between leaving prop- 
erty by gift or will. The basis for com- 
puting the capital gain on a gift is the 
cost basis to the donor. If Smith, for 


1 Harris v. Commissioner, 350 US 106. 
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example, has been successful in his 
business and has mushroomed an in- 
vestment of $10,000 into a valuation of 
$200,000, he must give heed to the 
gains tax effect. If the property is 
transferred to his wife as a gift and she 
sells the business after his death, her 
capital gains tax could be nearly $50,- 
000 (with no offsetting losses). This 
would exceed the tax due if Smith be- 
queathed the property to her, since in 
the latter event $160,000 of the $200,- 
000 estate would be tax-free (a $100,- 
000 marital deduction and a $60,000 
exemption), and only $4,800 of estate 
tax would be due. This situation indi- 
cates the need for integration in all tax 
laws related to transfer of property. 


6. Failure to report wealth transfers, 
while largely an administrative prob- 
lem, has implications for the total 
problem of transfer tax leaks. The In- 
ternal Revenue Bureau has nearly made 
axiomatic the statement that more rev- 
enue agents will collect more additional 
tax money than their cost. Some indi- 
cations of the “recovery value” of an 
auditor working on estate tax returns 
have been brought out in a report for 
1941.2 Each of 266 agents in that year 
averaged 67 audits, obtaining additional 
tax of $46,800,000, amounting to $175,- 
661 per agent. The net return per 
agent, after deducting salary, was $171,- 
031. It was felt that the work load per 
agent in some cases was too heavy for 
thorough auditing. 

Other loopholes exist, but some of 
the major ones have been indicated. 
Against the objective of estate and gift 
tax laws (to exact a part of all wealth 


*C. Lowell Harriss, “Federal Estate Tax 
Administration,’ Taxes, April, 1950, pp. 
341-57. 


transfers), the escape of tax revenue 
through these loopholes appears, in 
effect, as a form of open peculation. 


The Extent of Avoidance 


Limited studies indicate that wealth- 
holders do not take full advantage of 
the gaps that appear in current statutes. 
The majority of Americans possessing 
taxable estates probably retain much of 
their property until death, rather than 
disposing of it during life. The follow- 
ing table, which shows only taxable 
gifts and bequests, indicates the per- 
centages of property transferred by will 
ee a Percent of total 


transferred 


Size of estate At death In life 


Wnedex:$1 0000058) a5 ere 97.0% 3.0%} 
$ 100,000 to $ 200,000.... 95.8 4.2 
$ 200,000 to $ 300,000.... 94.6 5.4 
$ 300,000 to $ 500,000.... 92.8 182. 
$ 500,000 to $1,000,000.... 92.1 we9 
$1,000,000 to $2,000,000.... 91.8 8.2 4) 
$2,000,000 to $3,000,000.... 88.2 11.8 © 
$3,000,000 to $5,000,000.... 91.6 8.4 
$5,000,000 and over....... ST.1 aes 


It must be emphasized that only tax- 
able gifts are included in this table.. 
The amount of property distributed 
through tax-free gifts is not known. 
The data show a general trend of in- 
creasing amounts of disposition by gift 
as the size of the estate increases. 

Nearly all the decedents included in 
this Treasury study had ample oppor- 
tunity to weigh the relative merit of 
gifts and bequests, since 81 percent of 
them were over 60 years of age. Mor 
than half of them were over 70 years 
of age. 

On the basis of this Treasury study, 
it has been estimated that if the gift 


“Statement of Secretary Snyder before 
the Committee on Ways and Means, U. S: 
House of Representatives, February 3, 1950) 
Exhibit 5, p. 13. 


——— 


tions or more 
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and estate taxes had been integrated to 
provide a uniform tax on all transfers, 
the additional revenue collected would 
have been about $10,000,000.4 This 
estimate considers only the tax rate 
differential between gifts and bequests. 
Additional revenue would have been 
collected if the annual exclusions ap- 
plicable to gifts were less generous, 
and if gifts had not been allowed to 
diminish the size of estates and thus 
place them in lower estate tax brackets. 
Wealthier decedents again come to 
the fore when considering the ad- 
vantages of property left in trust. The 
Treasury study revealed the following 
percentages of total estate value left 
in trust for noncharitable purposes:° 


Percentage 
Size of total transfers left in trust 
$ 500,000 to $1,000,000........... 37% 
$1,000,000 to $1,500,000........... 46 
$1,500,000 to $2,000,000........... 38 
$2,000,000 to $3,000,000........... 55 
$5,000,000-and over: . .....+s2a0- 48 
ENN CRAD CM UN RTM e ened St Saris 45% 


The length of the trust employed is, 
of course, as significant in tax avoidance 
as the percentage of property left in 
trust, and again the figures indicate that 


considerable tax may have _ been 
avoided: ® 
Number Value of trusts 
Duration of of Amount Percent of 
trust trusts (millions) total estate 
Less than one 
generation... 234 $ 44 12% 
One but less 
than two 
generations... 1,026 216 3) 
Two genera- 
206 107 29 


* Stanley S. Surrey, “Introduction to Re- 
vision of Federal Estate and Gift Taxes,” 
California Law Review, XXXVIII (March, 
1950), 1-27. 

° Secretary Snyder’s Statement, Exhibit 5, 
pe 6. 

Toid., Exhibit 5; p: 7: 


Nearly one-third of the trusts created 
were for two generations or longer, 
which meant that such trusts avoid- 
ed estate taxes at least twice. If the 
same property had been given free 
of trust, it would have been taxed 
two times more than it actually was 
taxed. 

It is significant that the largest wealth 
transfers were tied up in the longest 
trusts. For example, decedents who left 
between $500,000 and $1,000,000 each 
used the two-generation trust for only 
15 percent of the value of their total 
estates. Those who transferred property 
worth more than $3,000,000 per estate 
placed more than 40 percent of it in 
trusts for two generations or more. The 
evidence indicates that potential rev- 
enue is escaping through the trust de- 
vice, perhaps considerably more than is 
escaping through gaps in the gift 
statutes. 

No evidence has been compiled 
which would indicate the extent to 
which taxpayers are using the many 
miscellaneous gaps that appear in the 
estate and gift tax laws. 


Remedies Examined 


Estate and gift tax laws at present 
encourage gifts, long-term trusts, and 
transfers of property to the spouse. Dis- 
regarding the social justification for 
the particular type of vehicle used, 
however, a number of proposals have 
been advanced for making consistent 
the tax on wealth transfers of what- 
ever kind. 


The Accessions Tax 

The solution may lie in a progressive 
and cumulative tax on each recipient 
of property, whether received by gift 
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or will.’ Tax brackets would not be 
based on the size of the donor’s total 
transfers. Rather, they would apply to 
the total taxable acquisitions of each 
recipient, no matter from whom the 
property is received. To compute the 
tax in a specific year, the donee must 
sum his total gifts received in this and 
prior years. Then the appropriate 
bracket rates would apply to these total 
accumulated receipts. However, credit 
must be allowed for tax paid in prior 
years, and this deduction is arrived at 
by applying the current tax rates to 
all property acquired in prior years. 
This plan would cut out the overlap- 
ping of estate and gift taxes, as well as 
the differential rates that now exist be- 
tween gifts and bequests. 

In the case of property transferred 
in trust, only the income accruing to 
the life tenant would be taxed. The 
corpus of the trust would be taxed only 
when the remainderman disposed of 
the property. However, the effect, in- 
sofar as tax liability is concerned, would 
be the same as if the estate itself had 
been taxed. For example, if $1,000,000 
were transferred outright, the acces- 
sions tax on the recipient would be 
$325,000, leaving him an estate of 
$675,000 from which to receive income. 
But if the $1,000,000 were left in trust, 
the donee would receive income from 
$1,000,000, and this income would be 
subject to an accessions tax of 32.5 per- 
cent, which would be equivalent to re- 
ceiving the tax-free income from an 
estate of $675,000. 


"Harry J. Rudick, “What Alternative to 
the Estate and Gift Taxes?” California Law 
Review, XXXVIII (March, 1950), 150-82. 
Also William Vickrey, Agenda for Progres- 
sive Taxation, (New York: Ronald Press, 
1947). 


Under a tax of this nature, an estate 
might be distributed among a greater 
number of recipients in an effort to 
minimize the total amount of tax that 
would apply to the property. To this 
extent it would augment one of the 
underlying objectives of death duties — 
the prevention of undue concentration 
of wealth. 


Integrated Estate and Gift Taxes 


A Treasury Department study in 
19478 recommended that rates on gifts 
and bequests be made uniform, and 
that the two tax provisions be cor- 
related with the income tax. The pres- 
ent gift tax provides that in computing 
the tax for the current year, the total 
of all prior gifts must be included in 
arriving at the rate which is applicable 
to the current year’s gifts. The inte- 
grated transfer tax is similar in its 
operation. The computation would be 
as follows: 


1. Add the transfers of property 
made during life and at death. 
Compute the tax on such total 
transfers at the appropriate 
bracket rate. 


2. Compute the transfer tax on the 
total value of transfers made in 
previous years. 


Q 


3. Subtract number 2 from number 
1 to arrive at the net tax due at 
time of death. 


A single set of rates would apply 
to all transfers, whether during life or 
at death. One exemption of $90,000 
would be allowed each donor, to be 
used one-third during life, with the 
provision that if the lifetime portion 
is not fully used it may be added to the 


“Federal Estate and Gift Taxes, (Wash-| 
ington: Government Printing Office, 1947). 


tia. jl ee! BS 


FEDERAL ESTATE AND GIFT TAXES 13 


portion available at death. It has been 
estimated that if this integrated plan 
had been applied to the 1945 matched 
estate and gift tax returns (used in the 
Treasury Statement), about $23,000,- 
000 of additional revenue would have 
been collected.® 

Other suggestions concerning an in- 
tegrated transfer tax have differed only 
in detail. Secretary Snyder proposed in 
1950 that the integrated transfer tax 
should allow only a single $45,000 ex- 
emption. Of this amount, $15,000 could 
be applied against gifts, or the total 
could be held over to apply against 
transfers by will. Rather than allowing 
an exclusion of $3,000 yearly to each 
gift recipient, the proposal would limit 
the exclusion to a total of $3,000 for 
all recipients. In addition, a much 
smaller allowance of $500 would apply 
yearly to each recipient. 

Under integrated plans, there are 
several possibilities for taxing the trust 
disposition : 

1. The life beneficiary may be desig- 
nated as the taxpayer (the English 
method). If an estate is granted in trust 
to Smith for life, remainder to Jones, 
then on Smith’s death the corpus of the 
trust is included in Smith’s estate and 
the whole is taxed at the applicable 
rate. The corpus of the trust pays a pro- 
rata share of the total tax due on 
Smith’s estate. This tax applies whether 
there are successive life interests or 
only one such interest. (A variation of 
this arrangement would be to tax the 
trust property separately from Smith’s 
personal estate, thus avoiding the higher 


®Joseph A. Pechman, “Analysis of 
Matched Estate and Gift Tax Returns,” 
National Tax Journal, III (June, 1950), 
153-65. 


tax which would result from combining 
the trust and personal properties). 

2. The remainderman may pay the 
transfer tax. If an estate in trust is 
granted to Smith for life, remainder to 
Jones, then on Smith’s death the corpus 
of the trust is not included in his 
estate or taxed as his separate estate. 
Rather, the remainderman, Jones, is 
taxed on his inheritance at the time he 
receives control of the trust property. 
If there is more than one life tenant, 
all of them after the first would pay a 
tax on receipt of the property, the final 
beneficiary paying the last tax. (A var- 
iation of this plan would postpone the 
successive tax takes during the life of 
the trust and deduct them all from the 
last beneficiary’s share. This suggestion 
is based on the thesis that the inter- 
mediate beneficiaries actually succeed 
to nothing but the income from the 
trust and ought not bear the burden of 
a tax on the estate.) 


Rate Revision 


As an offset to the estate-splitting 
windfall of 1948, the rates on transfers 
of wealth may be raised correspond- 
ingly. Under present law, which lowers 
tax liability sharply through estate- 
splitting between husband and wife, a 
married person who leaves half his 
property to his wife must have an estate 
of more than $20,000,000 before any 
part of it is taxable at the top bracket. 
(The present top rate of 77 percent is 
reached at $10,000,000, which is the 
taxable portion of a $20,000,000 estate 
eligible for the marital deduction.) In 
order to restore the revenue from estate 
and gift taxes that existed before 1948, 
the top rate of 77 percent must be 
reached at a taxable estate of $3,000,- 
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000 (or at a gross estate before marital 
deduction of $6,000,000). This increase 
in rates would have the effect of elim- 
inating the marital deduction. 

The problems raised by taxation of 
wealth transfers are mainly problems of 
construction of statutes. Taxpayers, as 
well as reformers, are constantly en- 


gaged in plotting new courses for the 
law to follow, but progress is sometimes 
erratic and fixed sights are not always 
available. A great deal of ground ap- 
parently has been covered by dead 
reckoning. It remains to be seen what 
charts may be provided for future law 
to follow. 
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Inflation and the Unlikely Economics 
of Union Self-Restraint 


‘THEODORE LEVITT 


Assistant Professor of Economics, University of North Dakota 


HARDLY a week passes in these days of 
inflation and inflationary pressures that 
the demand for union self-restraint is 
not invoked in the interest of keeping 
wages — and hence prices — from ris- 
ing. In many quarters it is felt that 
union wage pressures are responsible for 
much of the postwar inflation. The 
various rounds of wage increases have 
repeatedly been cited as initiating price 
inflation. Powerful unions, able to assert 
their demands by threatening the mass 
withdrawal of the of their 
members, are deemed to have been 
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largely responsible for forcing business 
costs and prices up. This view is not 
confined to the chambers of commerce 
and trade associations. Responsible 
economists, with no particular ax to 
grind, have pointed with some con- 
cern to the alleged incompatibility of 
full employment and powerful unions 
with stable prices.* 

The extent to which union wage 
pressures have been responsible for 
rising prices in recent years is no con- 
cern of this paper. It is doubtful, how- 


See for example, M. W. Reder, ‘The 
Theoretical Problems of a National Wage- 
Price Policy,” Canadian Journal of Eco- 
nomics and Political Science, XIV (Febru- 
ary, 1948), 46-61; Walter A. Morton, 
“Trade Unionism, Full Employment, and 
Inflation,’ American Economic Review, XL 
(March, 1950), 13-39; and William H. 
Beveridge, Full Employment in a Free So- 
ciety (New York: W. W. Norton and Co., 
1945), p. 199. 
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ever, that unions have been as respon- 
sible as is generally claimed. At least 
one academic economist has published 
evidence to suggest that unions may 
have exercised a moderating rather 
than a stimulating influence on wages 
and prices.” He concludes that the 
supply and demand situation in the 
postwar labor market has been such 
that wages would very likely have been 
bid up sooner and perhaps faster than 
the annual or biennial union-manage- 
ment bargains resulted in their going 
up. Nonetheless there is no denying that 
to the extent that they increase the 
wage costs of doing business, unions 
tend to generate price increases, par- 
ticularly during prosperity when the 
demand for goods and services is likely 
to be inelastic relative to other stages 
of the business cycle. What, if anything, 
can be done to prevent undue union 
wage demands? To the extent that ag- 
gressive union wage pressures create 
and worsen inflationary conditions, 
what can be done to moderate these 
pressures? 

A number of suggestions have been 
made from time to time. They include 
the abolition of industry-wide collective 


* Albert Rees, “Postwar Wage Determina- 
tion in the Basic Steel Industry,’ American 
Economic Review, XLI (June, 1951), 401- 
3, and ‘“‘Wage Price Relations in the Basic 
Steel Industry, 1945-48,” Industrial and 
Labor Relations Review, VI (January, 
1953), 195-205. 
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bargaining; the establishment of a Fed- 
eral wage stabilization or arbitration 
agency; the wider use — or, perhaps, 
compulsory adoption—of relatively 
long-term contracts with cost-of-living 
escalator and productivity improvement 
factor clauses; the creation of a 
national union-management council 
which would make a national master 
wage agreement that would take into 
consideration its broad national eco- 
nomic consequences, rather than per- 
mitting the present atomized system of 
collective bargaining to establish in- 
numerable isolated wage policies incon- 
sistent with the national economic 
welfare; and the promotion of the de- 
velopment of self-restraint and states- 
manship in union wage demands. The 
present paper is concerned only with 
the last suggestion. However, a few 
moments may be spared to say some- 
thing about the others. 

On the question of the abolition of 
industry-wide bargaining, what is really 
meant is the abolition of union-wide 
pattern bargaining. Studies of this and 
related kinds of bargaining do not sub- 
stantiate the claim that they are infla- 
tionary.* Furthermore, the complete 
atomization of unions might lead to 
more rather than less irresponsible wage 
pressures. Isolated local unions would 
be less capable than national unions of 
seeing the over-all national conse- 
quences of what they do. Competition 


*See George Seltzer, “Pattern Bargaining 
and the United Steelworkers,’ Journal of 
Political Economy, LIX (August, 1951), 
319-31; and Clark Kerr and Lloyd H. 
Fisher, “Multi-Employer Bargaining: The 
San Francisco Experience,” in Richard A. 
Lester and Joseph Shister, Insights Into 
Labor Issues (New York: Macmillan Co., 
1948), pp. 25-61. 


among unions would not be limited to 
a relatively few nationals, all of which 
are now restrained by the parent fed- 
eration with which they are affiliated, 
but would be proliferated to thousands 
of smaller unions in a no-holds-barred 
struggle for the demonstration of the 
superiority of one union or union leader 
over another. Both economic and in- 
stitutional compulsions seem to suggest 
the eventuality of less statesmanlike 
unionism under atomized bargaining 
than now occurs under union-wide 
pattern bargaining. 

Compulsory arbitration or wage sta- 
bilization is out of the question simply 
because nobody who would be con- 
cerned with it — including government 
— wants it. It is unlikely that it would 
ever work since arbitrators or stabilizers 
would in effect be required to make 
wage policy fit a changing economic 
environment over which they have no 
control. Furthermore, it would be ad- 
ministratively unwise and probably im- 
possible to adjust their own policies to 
these changing conditions except at 
relatively infrequent intervals. 

As for a national wage bargain, it is 
unlikely ever to be forthcoming or en- 
forceable and may not be very desirable. 
It is not likely to be forthcoming be- 
cause there is no indication that indi- 
vidual labor leaders and management 
executives would willingly surrender 
their wage decision making powers to 
others. Besides, how would such a con- 
tract be enforced? How would its sig- 
natories require compliance of all the 
unions and firms they represent? Obvi- 
ously only the government could en- 
force such a contract. But there is no 
evidence that either labor or manage- 
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ment would willingly consent to give 
the government this much power in 
labor-management situations. Further- 
more, the government cannot afford to 
permit special economic power groups 
to get together for the purpose of fixing 
prices. The establishment of a national 
wage policy by private power groups 
results, in effect, in their making na- 
tional economic policy. This is a quite 
intolerable situation. 

The arguments against the compul- 
sory establishment of cost-of-living and 
productivity improvement factor clauses 
in labor-management contracts seem to 
rule these devices out also. They will be 
enumerated in connection with the fol- 
lowing discussion of the question of the 
likelihood that union statesmanship may 
be forthcoming to provide a deterrent 
to inflationary wage pressures. 


1s 


It is a mistake to assume that union 
self-restraint or statesmanship can be 
expected to be forthcoming in sufficient 
strength and sincerity to mitigate any 
undue inflationary wage pressures for 
which unions are alleged to be respon- 
sible. Academic economists have writ- 
ten in recent years on why union 
self-restraint, statesmanship, or reason- 
ableness cannot be expected in the area 
of wage determination. The discussants 
have given both economic and institu- 
tional reasons for their conclusions. For 
the most part, however, they have relied 
on institutional reasons. The economic 
reasons have not been developed as 
fully as the facts seem to warrant. In 
addition, there has been a conspicuous 
failure in most cases to recognize the 
economic nature of some of the institu- 
tional arguments. The present paper 


17 


proposes to show the extent to which 
for economic reasons unions cannot be 
expected to practice the kind of states- 
manship they are frequently asked to 
practice and the extent to which some 
of the political-institutional reasons 
given for their not being able to prac- 
tice statesmanship are in the final 
analysis really economic reasons. 


i: 


With respect to the political-institu- 
tional reasons, the most persuasive and 
sophisticated case has been made by 
Arthur M. Ross.* The argument, 
briefly, goes something like this: Unions 
are political institutions, both in struc- 
ture and in dynamics. Structurally 
they are divided into various independ- 
ent organizations and locals headed and 
managed by, for the most part, elected 
officials who hold office by virtue of 
having made tangible demonstration of 
their capacity to bring concrete gains 
to the membership and who may have 
gained office by having been more 
persuasive than their intra-union rivals 
in the elaboration of the benefits they 
propose to bring to the membership. 
The dynamics of unionism, it is argued, 
is an expression of the political structure 
of unions. The activities in which 
unions engage, the ways in which they 
pursue their aims, and the interests 
they express constitute their dynamics. 
Individual union leaders cannot afford 
to have their unions set examples of 
self-restraint and reasonableness for 
fear that in the invidious byplay be- 
tween unions they will suffer the con- 
sequences of unfavorable comparisons 


*Arthur M. Ross, Trade Union Wage 
Policy (Berkeley and Los Angeles: Univer- 
sity of California Press, 1950). 
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and hence subject themselves to charges 
of indifference to the economic inter- 
ests of the members. Intra-union rivals 
would exploit the leadership’s failure to 
press the union’s strategic advantages to 
the maximum. Existing leaders, because 
they hold their office at the will of the 
membership, are always compelled not 
only to satisfy the normal needs and 
ambitions of the membership, but also 
to satisfy those needs and ambitions that 
receive expression through dissident in- 
tra-union rivals who seek to exploit the 
real and alleged shortcomings of the 
present leadership as a means of cata- 
pulting themselves into power. Thus, 
although the union leader might wish 
to base his demands on a realistic ap- 
praisal of the firm’s competition, its 
capacity to pay, and its obligations to 
stockholders, and on a reasonable esti- 
mate of the public interest, he may be 
forced to sacrifice these considerations 
to the facts of union institutional struc- 
ture and dynamics, that is, to the poli- 
tics of unionism. Ross has said simply 
that “A trade union is a political or- 
ganization, and cannot be expected to 
address itself principally to the attain- 
ment Of econeinic objectives 2 7 
Drucker recognizes that the union 
leader may be perfectly aware of the 
overwhelming importance of economic 
considerations but that he can seldom 
afford to limit himself to the line of 
action suggested by them or to attempt 
to educate the membership or expect to 
“obtain their acceptance and under- 
standing on the part of the member- 
Ships: 

* Ibid., p. 96. 

* Peter F. Drucker, “Labor in Industrial 
Society,” Annals of the American Academy 


of Political and Social Science, CCLXXIV 
(March, 1951), 146. 


The extent to which these so-called 
political and institutional considerations 
are as exclusively political as is often 
asserted is debatable. The economic 
element underlying them is perhaps 
stronger and more intractable than 
would appear offhand. For example, 
the intensity of the pressures on the 
union leadership to behave aggressively 
has most certainly, in the past at least, 
been related to the stage of the busi- 
ness cycle, the movement of prices and 
profits, and the supply and demand 
conditions in the labor market. To the 
extent that this is true, the intra- and 
inter-union political environment is to 
an important extent a reflection and 
function of economic conditions. The 
dynamic institutional expression of that 
environment thus becomes in part an 
expression of the fundamental condi- 
tions of the economy. To be sure, it is 
through the institutional structure of 
unions that the economic facts are fil- 
tered, crystallized, and activated, but it 
is not the structure alone that is re- 
sponsible for the final behavioristic 
pattern of union activities. In a real 
sense unions can be viewed as middle- 
men, expressing fundamental economic 
forces through a formal institutionalized 
framework. Clearly the framework itself 
adds a complicating dimension to eco- 
nomic and industrial relations, but it is 
far from being so completely an auton- 
omous self-contained instrument of eco- 
nomic and social action as to warrant 
generalizations that imply that wage 
determination would necessarily be 
more rational in the absence of unions. 

The more strictly economic reasons 
generally suggested for why union self- 
restraint and statesmanship cannot 
reasonably be expected have also re- 
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ceived their best expression from Ross. 


First of all, it is evident that wage 
changes in different firms and different 


: 


-soever. 
_ production is such that even if 


industries very likely affect the total 
costs and operating margins of these 
firms and industries differently. Hence 
what may be statesmanlike wage de- 
mands in one firm or industry may be 
unreasonable in another, although per- 
centagewise such demands may be iden- 
tical. On the basis of studies of average 
hourly earnings and unit labor costs in 
19 manufacturing industries between 
1929 and 1940 Ross concludes that 


“there is no assurance that a given 


change in wages will be associated with 
a corresponding change in labor cost, 
or with any predictable change what- 
*7 The dynamics of industrial 
“all 


technological changes to be made dur- 


ing the forthcoming year were known 
. It would be very difficult to 
Be ophesy the labor cost of production.”® 
It becomes difficult, if not impossible, 
to know what statesmanlike wage be- 
havior would really be, for “the effect 
of a change in [wage] cost upon price 
. cannot be foretold with any degree 
of confidence.”® 
Furthermore, there is no reason to 
suppose that statesmanlike behavior 
vis-a-vis a single employer can legiti- 
mately be equated with a statesmanlike 
concern for the national economic in- 
terest. Even if the effect of wage 
changes on unit labor costs and prices 
could be predicted with accuracy in 
any given establishment or even indus- 


try there is no way of knowing whether 
*Arthur M. Ross, of. cit., pp. 80 and 
82-5. 
° Ibid., p. 86. 
* Ibid. 
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the change is or is not harmful to the 
national economy. As a number of com- 
mentators have pointed out, our present 
fractionalized system of collective bar- 
gaining, with bargaining confined to 
individual firms, industries, and sec- 
tions of industries, covers too small a 
market area to permit adequate calcu- 
lation of the effect of any settlement on 
the economy as a whole. As Ross points 
out, even if unions sought to be respon- 
sible, there is no assurance that any 
benefit would result. A responsible 
union is not enough, he concludes. “A 
responsible wage bargain is quite as 
important,” but “A small bargain can- 
not be responsible. It cannot answer 
for its consequences, since they are 
impossible to isolate. It cannot control 
the decisions of others, and it cannot 
afford to set an example.” What is 
needed is “A wage bargain of sufficient 
magnitude to reflect the true signifi- 
cance of wages and salaries in the 
national income and to permit the 
larger questions of economic policy to 
be considered.”?° Slichter and _ the 
Twentieth Century Fund Committee on 
Labor have said the same thing.*? 


Ill. 


If the solution of this dilemma is a 
master national wage bargain, the prob- 
lems suggested, as already noted above, 
are perhaps more perplexing than those 
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“Sumner H. Slichter, “Labor After the 
War,” in Postwar Economic Problems, Sey- 
mour E. Harris, ed. (New York: McGraw- 
Hill, 1943), p. 254; and “Report and Rec- 
ommendations of the Labor Committee of 
the Twentieth Century Fund,” in S. T. 
Williamson and Herbert Harris, Trends in 
Collective Bargaining (New York: Twenti- 
eth Century Fund, 1945), p. 232. 
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of a fractionalized system. First af all, 
there is the question of how such a 
bargain would be enforced, particularly 
among nonunion employers. Second, 
can a democratic society afford to 
permit two great economic functional 
groups to exercise the overwhelming 
power necessary to make and enforce 
national wage policy? If not, the fact 
that government might participate in 
making the policy would undoubtedly 
be opposed by both business and unions, 
with the result that the program would 
never get started. Third, what may be 
an appropriate and reasonable policy 
for one firm or industry may not be for 
another. How would inequities be 
handled without destroying the effec- 
tiveness of the national master bargain? 

But beyond all this, discussions of the 
question of union self-restraint and 
statesmanship have overlooked other 
fundamental economic considerations 
that tend to mitigate the possibilities 
for the kinds of union behavior calcu- 
lated to bring sense, equity, reasonable- 
ness, and a spirit of devotion to the 
national interest to the collective bar- 
gaining table. Union decisions are not 
made in an economic vacuum. Respon- 
sible or statesmanlike wage behavior is 
conditioned by and a function of the 
environment in which unions operate. 
The economic policies of management 
and of government, as well as the 
legislative and legalistic programs of 
governments, condition union behavior. 
Unless these policies and programs are 
in themselves statesmanlike, unions can- 
not be expected to set examples of 
statesmanship. Management, for ex- 
ample, insists that wage increases should 
be more nearly related to productivity 


increases. But unless unions feel that: 
management is doing all it can to im-: 
prove productivity, unless unions feel! 
that management is somehow using an) 
adequate proportion of its prosperity’ 
profits to increase per worker output,, 
unions may legitimately demand larger: 
shares of these profits in the form of! 
higher wages. If the profits are used! 
only to build additional plant instead! 
of raising the capital-worker ratio,. 
unions are not likely to feel that their: 
members will be benefited since this; 
does not increase per capita produc-- 
tivity. On the other hand, regardless oi! 
what management does, the simple? 
accumulation of profits and =i 
dividend payments are likely to prompt 
more aggressive union efforts to increase 
their share of the company earnings.. 
But management will argue that it iss 
caught in an economic web in which, 
unless it increases its profits and divi-— 
dends, it will be unable to obtain the 
access to the capital market necessary; 
for expanding, developing, and main-. 
taining its competitive position in a 
rapidly growing economy. In spite of 
immense profits, the postwar years have: 
witnessed a prodigious growth in the 
dependence of business enterprise on 
the capital market for funds to finance: 
its operations and growth. For example; 
from 1946 through 1952, American ex-. 
penditures on plant and equipment 
exceeded profits after income taxes by 
over $40 billion.*? A recent study pub- 
lished by the National Bureau of Eco- 
nomic Research indicates that business 
dependence on the capital market has 
been increasing for some time and that 


“The Economic Report of the President; 
January, 1953, pp. 201 and 205. | 
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depreciation and withheld profits are 
insufficient to meet the demands of 
industrial expansion and _ rationaliza- 
tion.** This being the case, management 
can legitimately argue that the facts of 
modern economic life require it to in- 
crease its profits in order to minimize 
its dependence on the capital market on 
the one hand, and to increase its divi- 
dend and interest payments on the 
other hand so as better to attract capital 
necessary to finance modernization and 


_ expansion. But higher retained profits 


and/or higher interest and dividend 
payments are not likely to impress 
unions as being manifestations of man- 
agement statesmanship vis-a-vis work- 
ers. If, in addition, prices of finished 
products rise as the result of cost in- 
creases that are precipitated by inten- 
sified competitive bidding among pro- 
ducers for raw materials and capital 
goods, unions may be compelled by 
their membership to seek higher off- 
setting wages. Regardless of what man- 
agement does in this situation, regard- 
less of the economic compulsions 
underlying its actions, they will appear 
to unions to be quite the opposite of 
statesmanlike. Unions may have to re- 
spond by going after all they can get. 
Furthermore, manpower being in short 
supply during prosperity, management 
will be forced to offer better wage in- 
ducements and fringe benefits. In this 
context, union statesmanship would re- 
quire either that they insist manage- 
ment cease publishing large newspaper 
ads publicizing the employment oppor- 


Sergei P. Dobrovolsky, Corporate In- 
come Retention, 1915-1943 (New York: 
National Bureau of Economic Research, 
OSM) 
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tunities that they offer, insist that wages 
be increased only on the condition that 
prices are not, or simply reject wage 
increases. Considering both the eco- 
nomics and the politics of the situation, 
such behavior on the part of unions is 
utterly unreasonable to expect. Yet 
during prosperity management is forced 
by its own economic situation to bid for 
more material and more labor, regard- 
less, very frequently, of the cost conse- 
quences. When costs get too high, it 
will cease bidding resource prices up 
further. Then it will fulfill, at least 
insofar as unions are concerned on this 
issue, the requirements of statesman- 
ship. But this is also the stage at which 
union wage pressures are likely to be 
abating and at which inflation is likely 
to be moderated at least, if a depression 
does not actually develop. 

It is perfectly clear, therefore, that 
management is in no position, at least 
in terms of the way in which unions 
see the case, to reciprocate the kind of 
statesmanlike behavior that it so per- 
sistently demands of unions. And if it 
cannot, there is no reasonable basis for 
expecting unions to behave with self- 
restraint and to consider the over-all 
general economic consequences of their 
wage policies. 

oe IV. 

The nature and role of government 
economic policy is quite as important as 
management policy in evoking and 
guaranteeing union economic states- 
manship. Professor Hansen has said 
that ‘““When society as a whole, through 
the government, undertakes responsibil- 
ity for full employment and social wel- 
fare, labor may be expected, on past 
experience, to respond by living up to 
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its social responsibilities.”’** Regardless 
of whether one does or does not share 
this optimism, it is probably true that 
the trend of union reasonableness, ag- 
gressiveness, and moderation is to some 
extent related to what the government 
does or does not do to maintain the 
level of employment and promote tax 
equity and price stability. Politics exists 
as an alternative to economics for 
achieving economic ends. If through 
Federal political administration of the 
economy certain economic objectives 
that unions hold dear are not secured, 
unions will feel themselves compelled to 
seek to secure them through more in- 
tensive use of their economic power 
vis-a-vis management. If government 
appears to the unions to be backsliding 
on what unions believe to be govern- 
ment’s obligation to the community at 
large, and specifically to wage earners, 
unions are likely to attempt to secure 
their objectives as best they can on 
their own. It makes no difference 
whether the union is correct on its 
estimate of whether the government is 
fulfilling what the unions think to be its 
proper function. All that matters is 
what the unions think, right or wrong. 
And since unions are pressure groups 
with distinct pressure-group viewpoints, 
it is unlikely that government will ever 
adequately fulfill their expectations. 
Hence unions will always be in a posi- 
tion of being able to justify their own 
economic pressures on the grounds that 
they are forced into them by the failure 
of government to do what it should 
have done. 

On the legislative and judicial side 

“ Alvin H. Hansen, Economic Policy and 


Full Employment (New York: McGraw- 
Hill, 1947), p. 246. 


of government policy, much the same 
union. reaction is likely. It is doubtful 
that unions, in common with other 
functional pressure groups, will ever 
cease to feel themselves somehow 
bothered, exploited, or discriminated 
against by legislation and by the courts 
in their struggle for economic gain and 
institutional recognition. Unions will 
feel themselves struggling against su- 
perior forces, particularly so long as 
the press, “management and govern- 
ment (via Taft-Hartley) emphasize: 
existing cleavages between unions and! 
its members and seek to create new 
ones.” Even if existing laws and their 
administrative and judicial interpreta-- 
tion are not particularly restrictive,, 
there will be political, business, and! 
press demands that they be revised and| 
“strengthened,” with the result that: 
unions will feel themselves on the de-- 
fensive. The concrete economic expres-- 
sion of such defensiveness may at times: 
take the form of union behavior which 
by conventional public standards will be: 
judged to be unreasonable. Non-legisla-- 
tive controls of unions, such as the: 
exercise of police and common law 
juridical powers in isolated local areas,, 
may precipitate the same kind of para- 
noid union response. 

It appears therefore that both for 
political and most certainly for eco-+ 
nomic reasons it is probably too opti- 
mistic to expect union self-restraint on} 
wage questions emanating simply from) 
their better natures, from their more: 
reasonable concern for the national 
economic interest during inflationary, 


*M. W. Reder, “The Significance of th 
1948 General Motors Agreement,” Reviews 
of Economics and Statistics, XXXI (Febru--) 
ary, 1949), 13. 
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times. The economic compulsions of the 
situation in which they find themselves 
are intractable. It is not to be ex- 
pected that union statesmanship on 
wage issues can be forthcoming in an 
environment in which all economic 
forces work uncompromisingly in the 
direction of either pushing wages up, 
pushing prices up, forcing management 
to behave in ways that unions will deem 
unreasonable or unstatesmanlike, and/ 
or precipitating government and public 
action that unions will feel compelled to 


_ defend themselves against. 


It is of course true that we have had 
in recent years certain examples of what 
some people view as genuine union self- 
restraint in wage matters. But a close 
look will reveal that much of what is 
attributed to these examples is not 
really justified by the facts. For ex- 
ample, the United Automobile Work- 
ers (CIO) postwar publication on 
How to Raise Wages Without Raising 
Prices seems offhand to be a demon- 
stration of the union’s concern with the 
price consequences of its wage de- 
mands. But the truth is that the UAW 
wants wage increases to come out of 
profits, which may make good under- 
consumptionist theoretical sense but 
makes no sense whatever to the indi- 
vidual firm caught in a cross fire of 
union demands, obligations to stock- 
holders and creditors, the requirements 
of industrial growth, and competition 
for equity capital. As management sees 
the situation from its own precarious 
viewpoint, this is not union statesman- 
ship. It is sabotage. Concrete situations 
like the UAW-GM case in 1945-46 in 
which the union finally offered to with- 
draw its wage demands if the company 
could demonstrate inability to pay with- 
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out a price increase involve similar 
differences in the ways in which the 
union and the company perceive their 
respective needs, their best interests, 
their functions, and the national 
welfare. 

The claims made for still other tangi- 
ble examples of so-called union wage 
restraint and union consideration of 
the price and employment effect of 
their demands do not bear up under 
close scrutiny.*® In almost every case 
the alleged statesmanship arises not out 
of any consideration of the impact on 
the whole economy, but is an outgrowth 
of certain serious market or industry 
maladjustments faced by the firms in 
question, maladjustments that run 
counter to the prevailing upward trend 
of business activity elsewhere. The sit- 
uations also frequently involve secularly 
declining firms or industries in stag- 
nating industrial areas. But the test of 
self-restraint and statesmanship lies not 
in the behavior of unions dealing with 
firms operating under adverse economic 
conditions in towns and cities which 
have only one manufacturing estab- 
lishment or only one industry, and 
which are experiencing secular decline, 
stagnation, or destructive competition. 
Rather it lies in the behavior of unions 
operating in an environment of robust 
economic activity. We have yet to see 
examples of the kind of considerate 
self-restraint that is pointed to by the 


© See, among these claims, M. W. Reder, 
“The Theory of Union Wage Policy,” Re- 
view of Economics and Statistics, XXXIV 
(February, 1952), 34-45; George P. Shultz 
and Charles A. Myers, “Union Decisions 
and Employment,’ American Economic Re- 
view, XL (June, 1950), 362-80; and George 
P. Shultz, Pressures on Wage Decisions 
(Cambridge: The Technology Press, and 
New York: John Wiley and Sons, 1951). 
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critics of the thesis that unions are not 
likely to manifest meaningful states- 
manship, especially during prosperity, 
that are drawn from other than de- 
pressed firms and industries operating 
in depressed areas, or that are drawn 
from situations other than those in 
which the solution of peculiar local 
problems is the main concern of the 
parties. 

It is sometimes suggested that the 
recent emergence of cost-of-living esca- 
lator clauses and productivity improve- 
ment factor clauses in union-manage- 
ment contracts is an example of 
spreading union statesmanship. Some 
three and one half million American 
workers are now covered by such con- 
tracts. The apparent willingness of 
unions to expose themselves to wage 
cuts if the consumer price index declines 
is claimed as an example of union 
statesmanship. But this is stretching the 
point somewhat. A more realistic eval- 
uation would be that in entering such 
contracts the unions were betting that 
prices were more likely to increase than 
they were to decrease. And furthermore, 
to hedge against excessive wage reduc- 
tions in case of a substantial drop in the 
price index, most of the contracts con- 
tain clauses limiting the extent of per- 
missible wage reductions. But even be- 
yond that, there are other reasons for 
doubting the assertion that cost-of-liv- 
ing contracts are indicators of union 
statesmanship. There is nothing states- 
manlike about a contract which, in- 
stead of tending to moderate and abate 
inflation, assures that it continues by 
giving the inflationary wheel another 
spin nearly every time the consumer 
price index increases a point or so. 
Wage increases, in the immediate short 


run, we can be certain, increase not 
only total costs but also unit labor costs. 
How such increases in costs moderate 
inflation is impossible to see. They tend 
to do just the opposite. 

As for productivity improvement 
factor clauses, it is true that they are a 
more rational basis of wage determina- 
tion than some criteria now being used. 
But if the object of statesmanlike union 
policy is to mitigate inflation, there is 
no assurance, simply because wages are 
increasing in line with productivity, 
that this goal will be achieved. The 
best procedure, of course, would be not 
to have wage increases at all; to let 
productivity increases be expressed ir 
price reductions. If that is not satis- 
factory, or if that cannot be arranged, 
it might be argued that perhaps the 
increased profits associated with in- 
creased per capita production that is 
not accompanied by appropriate price 
reductions or wage increases be used to 
increase production through further’ 
industrial expansion and _ rationaliza-. 
tion. This would eventually increase the 
market supply of goods and moderate: 
inflationary pressures in the most de-. 
sirable way of all — by increasing the: 
availability and reducing the price of) 
goods. Furthermore, the practice of 
giving productivity wage increases every’ 
year may be even more inflationary; 
than cost-of-living increases. Giving; 
productivity raises annually may de-- 
prive the firms of funds with which to) 
finance future expansion and to that! 
extent may prolong the inflation. 


Ve 


The most commonly given reason) 
why union statesmanship, self-restraint, , 
and responsibleness in wage matters: 


|| 
1 
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cannot be expected to be forthcoming, 
especially during periods of full employ- 
ment, is based on a political interpreta- 
tion of trade unions. There is much 
merit to this line of reasoning. It is 
clear, however, that while the political 
facts of economic institutional life are 
compelling, the economic facts are even 
more so. If the pessimistic view of pos- 
sible union statesmanship were based 
only on the political interpretation of 
unions, there might be considerable 


_ room for optimism, for political situa- 


are much more a matter of 


_ changeable institutions and _ personali- 


ties and are much more tractable than 
economic situations. Where economic 
compulsions operate there is consider- 
ably less room for adjustment, moder- 
ation, and compromise than where 
aberrant political and personality fac- 
tors operate alone. We have much less 
personal control over economic de- 
velopment than over our purely po- 
litical behavior and our institutions. 
The fact that in the case of labor- 
management relations these political 
and personality factors are much more 
decidedly expressions of fundamental 
underlying economic compulsions than 
some commentators have acknowledged 
simply makes more unlikely than is 
generally supposed the possibility of 
statesmanship and self-restraint emerg- 
ing from the triumph of sense and good 
intentions over irrationality and perver- 
sity. Considering the economic compul- 
sions faced by unions, management, and 
government, particularly during pros- 
perity and inflation, it is unlikely that 
unions can ever be expected to emerge 
as paragons of statesmanship. In spite 
of the tremendous insights that soci- 
ology, social psychology, and institu- 


tional analysis have provided in recent 
years into the dynamics of the personal, 
institutional, and ideological forces that 
shape our opinions, our behavior, and 
our destiny, there is no reason to aban- 
don our tools of economic analysis in 
the search for truth and in the effort 
at prediction. Union behavior is not 
simply a crystallization of institutional 
compulsions. It is perhaps first of all 
an expression of intractable economic 
forces. We cannot rely on good institu- 
tional intentions to moderate all the 
effects of these forces. If that were 
possible we would have to conclude 
that all adversity and strain is man- 
made, or at least that human beings can 
always and in good enough time over- 
come the conditions and forces of their 
existence. Not even the doctrine of free 
will grants that much. 

If, under existing 
unions should begin practicing the kind 
of self-restraint in wage negotiations 
that they are so frequently called upon 
to practice, they will do so, in the 
author’s judgment, not because of the 
triumph of the basic reasonableness of 
man, but for reasons of temporary in- 
stitutional strategy or because of the 
union leadership’s adjusting to hitherto 
unexpected economic and social de- 
mands of their members, and _ their 
members’ families, and_ their 
families. That is, self-restraint will be 
a temporary expedient designed to 
achieve an aggressive triumph in the 
future or to ward off expected govern- 
ment retaliation to union threats; or 
it will be a permanent manifestation of 
the union members’ unwillingness to 
risk the loss of wages during a strike 
and the attendant possible loss of homes 
and other material possessions being 


circumstances, 


own 
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financed by monthly or weekly mort- 
gage and installment payments ;*’ 
will be in response to the social pres- 
sures to which the wives and children 
of both the membership and the lead- 
ership are exposed. The demands of 
the families of union leaders, in their 


desire for community acceptance and a 


or it 


normal family life, may have a par- 
ticularly conservatizing effect on the 


™ See Theodore Levitt, “Prosperity Versus 
Strikes,” Industrial and Labor Relations Re- 
view, VI (January, 1953), 220-26. 


policies and actions of the leadership.** 
But none of these pressures have any- 
thing to do with the kind of statesman- 
ship that is conventionally asked of 
unions, that is, statesmanship in the 
national interest arising from a strictly 
rational consideration of the possible 
consequences of union wage behavior. 
This is much harder to come by, and 
is much less likely to materialize. 


*See for example, Alvin W. Gouldner, 
“Attitudes of ‘Progressive’ Trade Union 
Leaders,” American Journal of Sociology, 


LII (March, 1947), 389-92. 
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Merit Rating: Will It Solve the Automobile 


Insurance Problem? 


Rosert I. Meurer 


Professor of Economics, University of Illinois 


DOLLAR CLAIMS arising from automobile 
accidents have been increasing at such 
a pace that a major economic problem 
has developed—a tight market for 
automobile insurance. Insurance com- 
panies seem reluctant to expand opera- 
tions in the automobile field. As a 
group, not only have they been unable 
to make a profit in the past few years, 
they have also been unable to break 
even. Companies have lost over $200 
million on automobile liability insurance 
since 1946, with a loss of $100 million 
occurring in 1951. Consequently agents 
are finding it increasingly difficult to 
place automobile insurance business. 
There is an optimistic note in the pic- 
ture, however, in that recent trends in- 
dicate that companies might show a 
profit this year. If this occurs an easier 
market may develop. In any case, events 
of the past several years are worthy of 
study and consideration. 

The logical question at this point is 
why are not automobile insurance rates 
brought up to a level high enough to 
assure an adequate and continuous 
market? The answer quite obviously is 
that the public resists rate increases. As 
a result, regulatory authorities being 
naturally sensitive to public opinion are 
reluctant to allow sweeping rate 
changes. Also rates lag behind experi- 
ence, therefore rates are always going 
to be too low during periods of rising 
claim costs. It was not until 1952 that 
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insurance rate revisions included the 
effect of trend and projection factors. 

It is true that there have been rate 
increases in automobile insurance and 
to the uninitiated these increases would 
seem substantial. For example, in New 
York State the rate for automobile lia- 
bility insurance with 10/20/5 limits? 
has advanced from $34.68 in 1945 to 
$96.79 in 1952. But what the casual ob- 
server has forgotten is that automobile 
liability rates were substantially lower 
in 1945 than in previous years because 
gasoline rationing limited the use of the 
private passenger automobile. In 1935, 
the comparable rate was $66.68 — and 
that was during a period of high dollar 
values. Based on the 1935 rates, the 
1952 rates are less than 50 percent 
higher. This is not a very substantial in- 
crease when consideration is given to 
inflation and to the greater accident 
hazard today produced by a larger 
number of automobiles on the roads 
and by the operation of high-speed 
cars on low-speed highways. 

If the solution to the tight automo- 
bile insurance market is not further 
substantial increases in rates, then what 
is the answer? Perhaps it is best to look 
at the reasons for rising automobile 
claim costs. The principal reason is in- 


1$10,000 bodily injury liability to one 
person, $20,000 bodily injury liability for 
one accident, and $5,000 property damage 
liability. 


28 


flation. Because of price inflation, the 
cost of replacing damaged property has 
increased and the courts have been 
awarding higher liability damage claims 
for personal injuries. Other forms of 
insurance have been increasing in cost 
also, but quoted rates have not ad- 
vanced materially so these cost increases 
have been hidden. Take, for example, 
fire insurance. A house purchased in 
1941 for $10,000 might sell today for 
$20,000. If the fire insurance rate is 
20 cents per $100, the cost of insuring 
the house in 1941 would have been $20. 
But today, without any increase in the 
basic rate, the cost of insuring the 
house would be $40. This represents a 
very real increase in the cost of insur- 
ance, although not as obvious an in- 
crease as in automobile insurance rates. 
Automobile material damage insurance 
rates generally are quoted on a per car 
basis and liability rates are quoted on 
high basic limits of $5,000/$10,000 for 
bodily injury and $5,000 for property 
damage. In fire insurance it would be 
possible for an insured to continue to 
pay the same premium and accept a 
situation in which he is less well in- 
sured, whereas in automobile insurance 
the insured must continue to be as well 
insured and accept the responsibility of 
higher premium payments. 

What other solutions to the automo- 
bile insurance problem are there aside 
from raising automobile insurance rates 
to offset inflation? The answer is to 
take measures that will reduce the num- 
ber and severity of accidents. No 
amount of inflation can increase costs 
of accidents that do not happen. Better 
enforcement of traffic laws, periodic in- 
spection of vehicles, and more courteous 
driving on the part of automobile 


CURRENT ECONOMIC COMMENT 


operators will reduce accidents, and 
this is the common sense and humani- 
tarian approach to the problem. The 
insurance industry is cooperating in 
and supporting efforts to reduce the 
frequency of automobile accidents. 


Merit Ratings 

A number of experts are suggesting 
that insurance companies could influ- 
ence the accident rate more directly by 
rewarding the accident-free insured or 
by penalizing the accident-prone driver. 
They see “education through the pock- 
etbook” as the best and surest way to 


create a greater safety consciousness | 


among motorists. A few regulatory of- 
ficials have favored this approach and 
have urged rating bureaus to set up 
some form of “merit rating” plan for 
automobile insurance so that accident- 
free drivers are given some relief from 
rising automobile insurance rates. Be- 
cause of mounting public pressure to 
keep automobile insurance rates down, 
some insurance commissioners consider 
merit rating a politically expedient 
panacea. 


What about merit rating for private | 


passenger cars? Is it sound rating 
theory? Let us look at the situation in 
Great Britain where merit rating has 
been established for many years. 

In England, automobile policyholders 
who have no claims against their policy 


are entitled to a ‘“‘no-claim”’ discount. 


This discount is now fixed at a gradu- 


ated rate. For tariff companies,” it is 


10 percent for one year with no claim, | 


15 percent for two consecutive years, 
and 20 percent for three or more con- 
secutive years without a claim. Some 


* Companies which are members of a rat-. 


ing bureau. 
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nontariff companies grant up to a 33% 
percent discount on the premiums for 
five or more consecutive years without 
a claim. These companies pay 25 per- 
cent for four consecutive claim-free 
years. Their discount schedule is the 
same as the tariff companies for the 
first three years. The bonus was origi- 
nally a flat 10 percent. The cumulative 
bonus introduced December 1, 
1932, by the tariff companies to follow 
the lead of nontariff companies which 
had established them earlier. 

Merit rating in vehicle insurance is 


was 


not new in Great Britain. In fact, it is 
so old that it has become traditional. 
Merit rating for vehicles appears to 
have found its beginning in 1880 with 
the London and Provincial Carriage 
Insurance Company, Ltd. In that year, 
this company issued a coachman’s 
policy for horse-drawn vehicles that in- 
cluded a coachman’s good conduct 
bonus. The policy provided for a bonus 
to be paid to the assured who escaped 
accident during the policy period. The 
amount of the bonus was set as a pro- 
portional participation in one-fifth of 
the amount of the profits to be divided 
among the shareholders. 

The announced purpose of the bonus 
was to encourage careful driving so as 
to preserve “horseflesh” and inciden- 
tally, human flesh. Accidents were so 
frequent in those days that a financial 
inducement was thought necessary as 
an incentive to reduce them. It was the 
practice of the carriage owners to pass 
these discounts (all or in part) to the 
drivers. Therefore, those most respon- 
sible for reducing accidents received 
the financial remuneration awarded for 
its accomplishment. 


Note two characteristics of this early 
bonus: (1) It was based on the profits 
of the company rather than on a per- 
centage of the premium, and (2) it was 
introduced for the purpose of discour- 
aging careless driving in order to re- 
duce the frequency of accidents and 
arrest the destruction of wealth. It 
would seem that this type of bonus sys- 
tem could withstand attacks on theo- 
retical grounds. Those who contributed 
to the profit by careful driving were 
rewarded with a share of this profit. 
This system has some semblance of a 
mutual insurance operation except that 
not all of the total profits were divided 
among policyholders nor were all poli- 
cyholders entitled to a share in the 
profits. There was no definite predeter- 
mined payment per se for accident-free 
experience. Therefore premiums did 
not have to be loaded to pay these 
discounts. 

The present merit rating system for 
automobiles in Great Britain was intro- 
duced before World War I and was 
born out of an entirely different set of 
circumstances: heavy competition for 
renewals. In order to assure themselves 
of the renewals of preferred accounts, 
companies offered policyholders with 
claim-free records discounts of 10 per- 
cent on the renewal premium. Compe- 
tition, did not allow this 
arrangement to stop at this point. Com- 
pany Y, for example, would not be 
content to allow Company X to freeze 
good risks simply by granting no-claim 
discounts on renewals. As was to be ex- 
pected, Company Y offered the same 
discount to the customers of Company 
X so that a policyholder did not lose 
his no-claim discount by transferring to 


however, 
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a different insurance carrier. This ac- 
tion nullified the competitive advan- 
tage of the discount. 

The no-claim discount is firmly en- 
trenched in the British automobile in- 
surance rating system. It appears to be 
in no danger of abandonment. Never- 
theless, it is not without its critics. The 
no-claim discount is attacked both on 
practical and on theoretical grounds. 


Opposition to No-Claim Discount 


On practical grounds, the discount 
is opposed because (1) it leads to fric- 
tion with policyholders, (2) it results 
in failure to report accidents and, re- 
latedly, policyholders save up minor 
damage until it is economical to make 
a claim. 


Friction with Policyholders. Policy- 
holders jealously guard the no-claim 
discount and will fight to hold on to it. 
This fighting spirit creates friction be- 
tween the policyholder and the com- 
pany chiefly because the policyholder 
fails to understand the meaning of the 
no-claim discount. Policyholders seem 
to insist that they are entitled to a “no- 
blame” discount. Actually, however, 
whenever a policyholder is involved in 
an accident from which a claim arises, 
he loses his no-claim discount regard- 
less of whether or not he was at fault. 
A blameless driver feels that this is un- 
fair. He was in no way responsible for 
the accident and therefore should not 
have to forfeit his discount. 

There is one exception in which the 
question of “blame” is important in 
dealing with no-claim discounts, and 
this exception itself is a cause of further 
friction between the insurer and in- 
sured. The exception arises out of the 


existence of an inter-company knock- 
for-knock agreement. The usual agree- 
ment of this type provides that in the 
event of an accident each material 
damage insurer involved shall bear its 
own loss (if any) resulting therefrom, 
irrespective of legal liability. In claims 
arising under the knock-for-knock 
agreement, the no-claim discount is al- 
lowed the insured if he would have 
been able to effect full recovery from a 
third party had it not been for the 
inter-company knock-for-knock agree-_ 
ment. The result is an argument be- 
tween the material damage insurer and 
the insured as to fault. If the insured 
can prove to his insurer that the third 
party was at fault, he saves his dis- 
count. One company reports that at 
least 20 percent of its claims are in dis- 
pute over the no-claim discount. Such 
disputes are costly in time and effort 


as well as in bad policyholder relations. 


Failure to Report Accidents. Like: 
American policies, British motor insur-- 
ance policies contain a condition to the: 
effect that notice in writing shall be: 
given to the company by the insured or: 
his legal personal representative as soon 


as possible after the occurrence of any’ 
accident. Claims men find a larger than: 
normal tendency among insureds to ig-- 
nore this provision in accidents ini 
which the insured feels that he is not att 
fault.* This failure to report is spurred] 
by the hope of saving the no-claim dis- 
count. As a result, the company is putt 
in an unfavorable position in dealing, 
with a claim should one arise from the? 


* There is some tendency to ignore the: 
notice clause in ‘‘faultless” accidents even 
where there is no no-claim discount. The! 
no-claim discount simply increases this tend-- 
ency by giving an additional motive. 
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accident. This is another cost of the no- 
claim discount. 

Aside from these practical objections 
to the no-claim discount, there are defi- 
nite theoretical limitations. Insurance is 
an arrangement whereby the unfortu- 
nate few in a given predetermined clas- 
sification who suffer loss are compen- 
sated by the fortunate many in this 
class who escape loss. To grant a re- 
ward to the fortunate majority in any 
given rate classification seems to go 
counter to the theory of insurance. The 
degree of carelessness involved during 
the term of the contract should be no 
criterion for rate making for the indi- 
vidual car.* It is a condition of all in- 
surance contracts that the insured make 
every effort to prevent a loss. It there- 
fore appears illogical to reward a 
driver for driving carefully. Instead it 
seems better to deny insurance to care- 
less drivers or to handle them in a sepa- 
rate classification. 

At least one company, the Merit 
Plan Insurance Company, has been or- 
ganized to offer automobile insurance 
on a refined classification basis. The 
company has been granted a certificate 
of authority to transact business in 
California. An important item in their 
plan of selective underwriting is a new, 
refined classification system which tail- 
ors the rate to the risk and recognizes 
such factors as past driving record, aver- 
age mileage driven, marital status of 
youthful drivers, personal habits, stand- 
ards of living, and occupational pursuits 


* Individual experience is credible only on 
risks which involve enough independent ex- 
posure units to be partially self-rated. Merit- 
rating plans for automobile fleets have been 
in operation in this country for some time, 
and are theoretically sound. 


of life. It is too early to appraise the 
success of this plan since the company 
was established only this spring. The 
company was organized to offer agents 
and brokers in California a “competi- 
tive” plan to meet the rising price 
competition from the direct writing 
companies. 

Actually a large percentage of in- 
sureds collect the no-claim bonus. One 
British company estimates that 83 per- 
cent of their insureds are entitled to a 
no-claim discount. Others feel that even 
more are entitled to a no-claim dis- 
count. Therefore, the premiums have to 
be rather heavily loaded to include the 
discount so that the total premiums col- 
lected will equal the amount needed to 
pay estimated losses and expenses and 
still provide an adequate profit. It is 
estimated that some 90 percent of all 
insureds in this country would be en- 
titled to a no-claim discount on a one- 
year basis. What does this mean? 
Assuming no additional cost of admin- 
istration, it means that automobile in- 
surance rates would have to be 
increased 9.9 percent in order to put 
a 10 percent merit plan into operation. 
If the rate before the introduction of 
the no-claim discount was $50, it would 
have to be increased to $54.95 to allow 
for the discount. Those entitled to the 
discount would collect $5.49, of which 
they would have paid all but 54 cents 
themselves. The mechanics of admin- 
istering the no-claim discount could 
easily cost more than this 54 cents 
saving available for the accident-free 
insured. The final effect of such a dis- 
count therefore could well be higher 
rates. A discount period based on more 
than a year would yield fewer eligible 


32 CURRENT ECONOMIC COMMENT 


drawers but would increase the cost of 
administration. Any benefits from a 
merit-rating plan for private passen- 
ger automobiles, it seems then, would 
have to be psychological. 

One other factor is important. If a 
merit-rating plan were introduced, 
some companies might decide that the 
expense of the plan was not warranted 
since the real financial benefit would be 
so small. Instead they might write in- 
surance at 10 percent below established 
rates giving the insured an immediate 
refund without requiring him to earn it. 
The competitive effect of this action 
would be harmful to “merit-rating” 
companies. 


Defense of No-Claim Discount 


There are insurance people in Great 
Britain who believe that the no-claim 
discount leads to a lower and more 
equitable automobile insurance rate. 
Others disagree. Those in the first 
group base their contention chiefly on 
three points: (1) It encourages careful 
driving, (2) it discourages the report- 
ing of small claims, and (3) it creates 
a more equitable rate. 

There have been no studies which 
show that the no-claim discount en- 
courages careful driving. Those who 
present this argument have to resort 
to assertion and not proved facts. It 
would be just as scientific to surmise 
that the no-claim discount is ineffective 
in reducing losses. A large number of 
British insurance people are convinced 
that the no-claim discount has no effect 
on the safety consciousness of motorists. 
They argue that it would be just as 
reasonable to suppose that the motorist 
may not remember the discount poten- 
tial until after he has had a loss as to 


assume that he is constantly aware of 
the fact that he must drive carefully 
so as not to forfeit his discount. They 
ask also whether a no-claim discount 
system rewards the careful driver or the 
lucky driver. The British system, re- 
member, is a no-claim discount — not 
a no-blame discount. The most careful 
driver on the island could very con- 
ceivably have a claim through no fault 
of his own which would lead to a loss 
of his no-claim discount. 

It is true that the no-claim discount 
does discourage drivers from reporting 
small claims in order to preserve their 
discount. It might be more economical 
to stand the loss rather than to report 
the claim especially for the 15 percent 
no-claim discounter. If a driver who 
had had no claim for three consecutive 
years were to report a claim not only 
would he lose his discount for the cur- 
rent renewal year but also he must 
start all over through the 10 percent 
and 15 percent cycle. This procedure 
does not actually reduce the net cost 
of insurance if these self-paid claims 
are considered a part of the cost. It is 
true that small claims are relatively ex- 
pensive to administer and should be 
borne by the insured. A no-claim dis- 
count, however, seems like a backdoor 
method of accomplishing this purpose. 
A much better method is the deduct- 
ible plan used in this country but quite 
unpopular in Great Britain. Under the 
deductible plan an insured receives a 
credit in his rate by agreeing in ad- 
vance to pay all small losses himself. 
He has the advantage of his credit 
whether or not there is a loss. He re- 
ceives no special advantage by failing 
to report a claim. 

There seems to be only one good 
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theoretical justification for a no-claim 
discount. Use of a company’s claim 
service costs money. These insureds who 
do not have to use these services should 
not necessarily be charged for them. 
Rather than a no-claim discount, a sur- 
charge every time a claim is made ap- 
pears to be more equitable. 

It is argued that a no-claim discount 
or merit rate produces a more equitable 
rate. This is not necessarily so in the 


_ British system. 


The no-claim discount is not actuari- 
ally calculated, although it is considered 
in arriving at the rate. In other words, 
there are no statistics to support the 10, 
15, and 20 percent discount or the dif- 
ferentials between them, but in arriving 
at the rate schedules the expected num- 
bers to receive these discounts are taken 
into consideration so that the rate level 
will be adequate. Adequacy, not equity, 
seems to be the sole criterion! 

Equity in rate making means the fix- 
ing of rates in such a way that each 
policyholder pays his fair share of the 
risk assumed by the insurance company. 
Although equity is easy to define in the 
abstract, it is difficult to obtain in prac- 
tice; indeed, perfect equity is unreal- 
istic. To achieve it, each insured would 
have to be placed in a special category 
all by himself, for no two insureds 
present exactly the same conditions of 
risk. If each insured were put into a 
separate category, the whole principle 
of insurance — statistical prediction of 
total loss values through study of large 
numbers of homogeneous units—would 
be thrown overboard. So in insurance, 
at least, complete equity is a contradic- 
tion. There is no evidence to indicate 
that a “merit rate” on an individual car 
basis is equitable. In fact, such a rating 


system could conceivably tend to create 
additional inequities. 


Merit Rating in the United States 


The concept of merit rating on an in- 
dividual automobile basis is not new 
in the United States. It was attempted 
in 1929 by the National Bureau of Cas- 
ualty Underwriters — the rate-making 
organization for the capital stock casu- 
alty insurance companies. In that year 
a 10 percent rate credit on renewal of 
policies was given to the insureds who 
had no lability losses for a period of 
21 consecutive months ending three 
months prior to the renewal date. This 
plan lasted less than three years. It was 
withdrawn in 1932 because of high ad- 
ministrative expenses and delays in is- 
suing renewals, especially when the 
insureds changed carriers. 

To replace the merit rating plan a 
demerit rating plan was established in 
1932. This plan provided for surcharges 
of 10, 25, and 50 percent for accident 
convictions, drunken driving, and other 
violations. The plan, because of its po- 
tential difficulties in administration and 
potential bad public relations, met with 
such strong opposition from agents that 
it was withdrawn the same day it was 
issued. 

In 1938 a merit rating plan was 
again tried, this time in the form of the 
“Safe Driver Reward Plan.” Under this 
plan, the insured who at the end of the 
policy term had no liability losses dur- 
ing the period was granted a 15 percent 
safe driver reward. Approximately 88 
percent of all insureds were entitled to 
this discount. The principal effect of 
this plan, therefore, was an increase in 
administrative costs. The plan was 
withdrawn when the Wartime Emer- 
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gency Rate Program for automobile li- 
ability insurance was introduced in 
1941. 

Instead of the Safe Driver Reward 
Program, New York approved a penalty 
plan known as the “Preferred Risk 
Rating Plan.” This plan had three clas- 
sifications with Class One carrying the 
lowest rate while Classes Two and 
Three were assigned rates 10 and 15 
percent higher. To Class One were as- 
signed insureds who had no more than 
one accident involving property damage 
during a period of 21 consecutive 
months ending three months prior to 
the effective date of the policy. To 
Class Two were assigned those insureds 
who had no more than one accident 
involving bodily injury liability. Class 
Three included all other insureds. The 
plan remained in effect until the War- 
time Emergency Rate Program went 
into effect. Statistics show that during 
the period of operation of the Preferred 
Risk Rating Plan 95.9 percent of the 
insureds were assigned to Class One, 2.4 
percent were assigned to Class Two, 
and 1.7 percent were assigned to Class 
pUhiree: 

The Preferred Risk Rating Plan was 
introduced again in New York effective 
November 1, 1952. With one or two ex- 
ceptions the plan is the same one that 
went into operation in 1938. The ex- 
perience period was changed to 18 
months beginning two years prior to the 
effective date of the policy and the sur- 
charge on Class Three, now known as 
Class C was increased to 20 percent. 
(Classes One and Two are now Classes 
A and B.) It is too early to determine 
the effectiveness of this plan. 

One large American mutual insur- 


ance company has introduced a merit 
rating plan in California. This plan is 
designed to reward accident-free drivers 
by progressive reduction of rates as the 
driver maintains a clean record over 
the years. Bodily injury liability and 
property damage liability rates will be 
reduced 1 percent from standard rates 
for each year in which there are no ac- 
cidents. Drivers having accidents dur- 
ing the experience period will pay a 
5 percent rate increase for each acci- 
dent charged to the individual passen- 
ger Cars. 

The Dominion Board of Insurance 
Underwriters established a merit rating 
plan this spring in Canada to apply te 
1953 rates. The plan provides a 20 per- 
cent no-accident discount for drivers 
who have been accident free for the las« 
three years. The plan covers pleasure 
automobiles driven by persons over 25 
years of age. It is too early to comment 
on the effectiveness of this plan. 

How is the problem of equity in 
automobile rating to be solved? Per- 
haps there is a need for a refinement in 
the classification system. Accident-prone 
drivers should pay higher rates than ac- 
cident-free drivers but the differentia- 
tion between the two should be based 
on past experience over a number of 
years and on clearly defined terms, ac- 
tuarially computed. The typical driver 
is the one who goes year after year 
without an accident. He is not unusual 
and therefore should not expect prefer- 
ential treatment. But the 10 to 15 per- 
cent of the drivers who are accident 
prone should be placed in a classifica- 
tion by themselves and be made to pay 
a much higher rate and/or forgo the 
privilege of using the highways. It will | 


MERIT RATING AUTOMOBILE INSURANCE oo 


not be easy to develop and administer 
such a classification. Merit rating, how- 
ever, based on the experience of one, 
two, or even three years does not pro- 
vide the answer. If a dividend is to be 
returned to drivers who have no acci- 
dents or claims, it seems more realistic 
to pay this dividend from profits, if 


any, resulting specifically from good 
claim experience rather than by loading 
the rate to pay the dividend. In this 
event, of course, the dividend would 
not-be fixed but would be variable from 
year to year depending on experience 
during the dividend period. 


Wagon Jobbing in Modern Distribution* 


FRANK M. Bass 
Assistant in Marketing, University of Illinois 


WAGON JOBBING, simultaneous selling 
and delivery from trucks, is one of the 
lesser known forms of wholesale distri- 
bution. It appears to be assuming in- 
creasing importance in the network of 
wholesale trade, however, and _ there- 
fore deserves some study. Recent de- 
velopments indicate interesting facets 
in this phase of distribution which have 
hitherto received little attention 
published sources. It is the purpose of 
this paper to examine the operation 
and development of this method of 
distribution as well as to analyze the 
advantages and disadvantages of 
wagon jobbing from the standpoint of 
the characteristics of products and 
firms which find the wagon-jobbing 
method of distribution useful. From 
this analysis an attempt will also be 
made to appraise the future of wagon 


jobbing. 


in 


What Is Wagon Jobbing? 


The gives the following 
description of wagon jobbers: 


Census 


Merchant wholesalers that are distinguished 
by the following characteristics: (1) They 
combine the functions of salesmen with 
those of deliverymen. Usually no separate 
sales force is employed, the work of selling 
and delivering being carried out by sales- 
men-drivers. (2) They normally carry a 
limited assortment of merchandise consist- 
ing of nationally advertised fast moving 
items of a perishable or semiperishable 


* The author is grateful to Professors Paul 
D. Converse and Robert Ferber and to Mr. 
Lloyd M. DeBoer for having read and criti- 
cized this paper. 
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nature. (3) Their practice is to sell for 
cash and in the original package.” 
Although the Census description of 
wagon jobbers is adequate, it is im- 
portant to distinguish between the 
terms wagon jobber and wagon job- 
bing. The term wagon jobbing is 
broader than that of wagon jobber. It 
embraces not only the activities of 
merchant wagon jobbers but also in- 
cludes the wholesaling activities of 
manufacturers who use their own 
trucks for simultaneous selling and 
delivery. 

Although wagon jobbing finds its 
greatest importance in the distribution 
of perishable and semiperishable food 
products, it is also used in the market- 
ing of many other products including 
tobacco, drugs, books, automobile ac- 
cessories, and petroleum. However, 
since it is in the food trade that the 
wagon-jobbing method of wholesaling 
is most widespread, this paper will be 
largely devoted to wagon jobbing in 
this field, and unless otherwise noted 
the remarks here will apply only to the 
food field. 

Wagon jobbers purchase goods di- 
rectly from the manufacturer, usually 
on a week-to-week basis, and sell the 
goods to retailers and _ institutions. 
There are some large wagon jobbers, 
but most of them are small. A typical 
wagon jobber has four or five trucks 


* United States Department of Commerce, 
Census of Business, 1948, Wholesale Trade 
— Area Statistics, Volume V, Appendix A, | 
pa olO2: | 
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and a small warehouse. In the food 
trade the wagon jobber’s margin com- 
monly averages 15 percent on his sales 
to the smaller groceries. It is interest- 


_ ing to note, however, that wagon job- 


bers are not confined in the sale of 
their products to the small independent 
stores. Most chains, including A & P, 
also buy substantial quantities of goods 
from wagon jobbers. The wagon job- 
ber’s margin on his sales to the chains 
is usually 7% to 10 percent as com- 


_ pared with an average of 15 percent on 


sales to the smaller independents. The 
chains, however, purchase in full case 
lots and often have the goods delivered 
to their warehouses rather than to the 
stores. The same prices usually are 
available to the independents who are 
willing to buy in the same quantities as 
the chains. In order to ensure proper 
display for their products many wagon 
jobbers prefer to deliver to the indi- 
vidual chain store units rather than to 
the warehouse. They sometimes have 
goods drop-shipped? to the chains. 
Many of the voluntary and cooperative 
chains have independent wagon job- 
bers which are affiliated with them and 
deliver either to the chain warehouse 
or to the stores. Although the wagon 
jobber relinquishes his display function 
when deliveries are made to chain 
warehouses, he is still more than a 
deliveryman since he must make the 
sale to the chain buyer and must be 
able to anticipate the demand require- 
ments and potentialities of the unit. 
Wagon jobbers often include insti- 


* Goods are said to be drop-shipped when 
the order is taken by the wholesaler but 
delivery is made directly from the manufac- 
turer to the retailer. 
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tutions and service establishments such 
as gas stations and restaurants in their 
routes. Although wagon jobbers now 
operate in all areas, they are more 
highly concentrated in urban areas. 
There is less time spent traveling in 
urban areas and the sales of many of 
the products the wagon jobber handles 
are greater there. 


How Wagon Jobbing Developed 


One of the trade institutions of 
colonial days was the peddler who sold 
goods from house to house. An out- 
growth of this was the wagon whole- 
saler who sold a general line of 
merchandise to retailers, and it was 
this beginning that modern 
wagon wholesaling developed. The 


from 


modern form of wagon jobbing from 
trucks developed during the late 1920’s 
and has expanded rapidly since the 
close of World War II. A major reason 
for its growth during the 1900’s has 
been listed as the decline in the self- 
sufficiency of the family.* People no 
longer baked their own bread or had 
access to milk and other dairy products 
except at the retail store. Since these 
products were perishable, it was nec- 
essary that they be distributed as 
quickly as possible. Wagon jobbing 
seemed to be the answer. Other reasons 
for its development were the creation 
of new perishable food products, better 
packaging, and the standardization of 
quality under manufacturers’ brands. 
Another factor, of course, was the in- 
crease in the number and improvement 


of the quality of highways. 


® Lars J. Sandberg, Truck Selling, Business 
Research Studies No. 7, Division of Re- 
search, Harvard University Graduate School 
of Business Administration, 1934, p. 4. 
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During the late 1920’s there was a 
series of mergers of food manufactur- 
ers. One of the sources of economies 
contemplated by these firms was the 
establishment of their own wholesale 
organizations to provide truck selling 
for their perishables and semiperish- 
ables. For example, in the establish- 
ment of the Best Foods Corporation 
the Hellman’s mayonnaise truck dis- 
tributing organization was to distribute 
the products of the fourteen Postum 
units; and in the merger which created 
Standard Brands, Incorporated, the 
motor trucks of Fleischmann’s Yeast 
were to carry Royal baking powder, 
Chase and Sanborn coffee, and other 
products. General Foods also had a 
fleet of trucks to sell mayonnaise and 
semiperishables. During this same pe- 
riod many small manufacturers of food 
products made use of independent 
wagon jobbers in distributing their 
products. 


Recent Developments 


Among the factors which help ac- 
count for the increased importance of 
wagon jobbing in recent years are the 
greater demand for perishable and 
semiperishable food products, many of 
which are in the luxury food class; the 
increased competition in the wholesale 
food field with the concomitant decline 
in the importance of the service whole- 
saler; and television. 

With the rise in the level of incomes, 
sales of perishable luxury food items 
have boomed. These are precisely the 
items on which wagon jobbing thrives. 
Wagon jobbers have been able to pro- 
vide manufacturers in these fields with 
an effective system of distribution. 


The greatly increased competition 
in the wholesale grocery field which 
has taken place during the last thirty 
years has been accompanied by the 
decline in importance of the service 
wholesaler and the emergence of other 
types of wholesale organizations. One 
of the wholesale organizations which 
has increased in importance has been 
the wagon jobber. Paradoxically, 
wagon jobbing in the food field has 
benefited because the major trend in 
grocery wholesaling has been away’ 
from the area in which the wagon 
jobber excels — service. While the 
other types of wholesalers have been. 
concentrating on obtaining larger’ 
orders in an attempt to lower expenses, , 
the wagon jobber has been concentrat- : 
ing on selling. The wagon jobber has; 
also provided the retailers with broken: 
case lots, which they have had diffi-- 
culty obtaining from other wholesalers.. 

According to some observers televi-- 
sion has been an important factor in 
the recent growth of wagon jobbers.. 
With the development of this new me-- 
dium sales of such items as pretzels,, 
potato chips, packaged French fries,, 
popcorn, cheese, and crackers have 
zoomed. This has benefited wagon 
jobbing, which is responsible for thea} 
distribution of a large portion of these} 
products. 


Present Status 


There are no adequate quantitativ 
figures either on the number of firms: 
utilizing this method of operation o 
on their annual sales, but the National! 
Association of Food Distributors, aj 
trade association composed of wagon} 
jobbers in food distribution, estimates! 
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that the sales of wagon jobbers in the 
food field amount to over a billion dol- 
lars a year.* If this estimate is accurate, 
they account for about 10 percent of 
the sales of merchant wholesalers in 
the grocery field. A more conservative 
estimate would put the figure at 5 
percent. In auto accessories, also, they 
probably account for about 5 percent 
of the sales of merchant wholesalers. 
Because of the sporadic nature of 
wagon jobbing, it is impossible to 
estimate their relative importance in 
other areas. 

The first Census of Distribution in 
1929 showed 817 wagon jobbers with 
sales of about $90 million. By 1939 the 
Census counted 2,398 establishments 
with sales of $80 million. The figures 
for 1948 showed 1,343 wagon jobbers 
with sales of $181 million. Private esti- 
mates, however, differ from the Census 
figures. One writer® estimated in 1930 
that there were 10,000 wagon jobbers; 
and it is likely that the number is 
considerably higher than that today if 
wholesalers are included who use truck 
selling for the sale of some, but not all, 
of their products. 

Aside from the fact that the Census 
includes only wagon jobbers in food 
distribution, the disparity between 
Census figures and private estimates 
may be explained by the existence of 
many small wagon jobbers who main- 
tain no separate place of business. 
Many of these carry stocks in their 


*David J. Atchison, “ ‘Wagon Jobbers’ 
Grow Big: They’re Now Doing a Billion a 
Year,” Sales Management, December 15, 
1952, p. 40. 

°H. A. Haring, “What the Wagon Jobber 
Can/Can Not Do for the Manufacturer,” 
Advertising and Selling, May 14, 1930, p. 
20. 


basements or garages. It is not unlikely 
that many small wagon jobbers were 
overlooked by the Census. Another 
reason for the disparity between Cen- 
sus figures and private estimates is 
that a good many wholesalers sell some 
goods from trucks, but utilize the more 
conventional wholesaling methods for 
the majority of their sales. The Census 
would not classify these dealers as 
wagon jobbers. Even after these allow- 
ances, however, Census data will still 
not reveal the importance of this 
method of distribution since they in- 
clude only independent merchant 
wholesalers who sell and deliver from 
trucks and do not include the sales of 
manufacturers who use _ their 
trucks to perform wagon-jobbing oper- 
ations. 

There are a good many small manu- 
facturers using their own trucks for 
specialty selling and delivery. Among 
these are dairies, bakeries, and manu- 
facturers of potato chips, salad dress- 
ings, and beverages. Some of these 
firms employ wagon jobbers in some 
markets and use their own trucks in 
Some of the manufacturers 


own 


others. 
using their own trucks sell the products 
of other manufacturers as well as 


their own. 


Economies of Wagon Jobbing 

Ordinarily the economies of whole- 
saling are attributed to the fact that 
the selling expense is distributed over 
a large number of items, thus reducing 
the selling cost of an individual item. 
This is not the case with wagon Jjob- 
bers. The economies of wagon jobbing 
result largely from the possibility of 
obtaining specialized selling while using 
one man and one vehicle for selling 
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and delivery. The main economies of 
this method of operation occur in the 
physical handling of goods. Since the 
wagon jobber is small and has very 
rapid turnover, his warehousing costs 
are low. As the number of 
handled increases, the demand for the 
products becomes more difficult to 


items 


estimate, and diseconomies of physical 
handling and storage are likely to out- 
weigh economies in selling. For this 
reason the number of items a dealer 
can effectively handle is limited. 

It is estimated that expenses for the 
typical wagon jobber in the food field 
are about 12 percent of sales as com- 
pared with about 9 percent for the 
typical service wholesaler. It should be 
noted, however, that the service whole- 
saler is not able to provide specialized 
selling for most of the items he carries 
whereas the wagon jobber is able to 
provide this service. In most cases the 
manufacturer could not provide his 
own detail men to do specialty selling 
as economically as it can be done by 
the wagon jobber. 

There are several product and mar- 
ket characteristics which individually 
or jointly lead to conditions favoring 
the wagon-jobbing method of distribu- 
tion. Some of these factors are perish- 
ability, semiperishability, clogged trade 
channels, 
outlets. 

In the case of perishable products 
which require rapid distribution, vari- 
ability in order size and irregularity of 
orders from retailers together with the 
lack of a strong degree of brand pref- 
erence for most perishable products 
often necessitates the use of a driver- 
salesman rather than merely a delivery 
man for standing orders at regular in- 


and heterogeneous retail 
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tervals. Wagon jobbing is therefore the 
most common distribution method for 
dairies and bakeries. Some of the larger 
dairy companies, such as Borden’s, use 
their own trucks in larger metropolitan 
areas but utilize independent wagon 
jobbers for the rest of the country. 
Most of the smaller dairies license in- 
dependent wagon jobbers to distribute 
their products to retailers. Some of the 
smaller firms use their own trucks in 
areas near their plants and use wagon 
jobbers in more distant areas. 
Manufacturers who most frequently 
use their own truck organizations in 


selling to retailers and institutions are 


bakeries and ice cream manufacturers. 
The products distributed by these firms 
are highly perishable and _ therefore 
lend themselves to the wagon jobbing 
system. But then, why do members ot 
this group use their own truck organi- 
zations more than any other? Perhaps 
the primary reason is that the products 
sold by these firms lend themselves less 
to combination in selling with other 
products than is the case with many 
other products distributed by wagon 
jobbers. These products require spe- 
cialized service and handling. Bakeries 
and ice cream manufacturers are 
usually small organizations and can 
therefore maintain adequate control 
and supervision over both the produc- 
tion and distribution of their products. 

Semiperishables are often profitably 
distributed through wagon jobbers. 
Although the rate of deterioration for 
some of these products is low, some 
retailers whose turnover rate is slow 
have been known to sell them in a 
somewhat deteriorated state. This has 
influenced some manufacturers of semi- 


perishables to use the wagon-jobbing 
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system. Other more highly perishable 
products require fairly rapid delivery 
and, in some cases, special handling. 
With the growing use of self-service, 
display is becoming increasingly im- 
portant. Many of the smaller retailers 
are unable or unwilling to make proper 
use of point-of-sale material supplied 
them by manufacturers. The products 
which are carried by wagon jobbers, 
therefore, have an advantage with re- 
spect to display over similar products 
carried by other wholesalers. Also, the 


_ wagon jobber is in a better position to 


“\ 


know his costs and is not as averse to 
cutting prices in order to secure a sale 
as is the service wholesaler. Since most 
service wholesalers in the grocery field 
are reluctant to sell the products sold 
by wagon jobbers in less than case 
quantities, wagon jobbers also have an 
advantage in their ability to break 
cases and sell in small quantities. 

It is significant that some of the 
larger packaged-food companies now 
feel that they can obtain effective dis- 
tribution at lower costs by using wagon 
jobbers than by providing their own 
truck organizations. Probably the main 
reason wagon jobbers are able to sell 
the products of these companies at less 
expense than can the companies them- 
selves with their own truck organiza- 
tions is that the wagon jobber and his 
salesmen have been more aggressive 
than the truck organizations of manu- 
facturers. The manufacturers in many 
cases have not been able to provide the 
incentive or the managerial contro] nec- 
essary to obtain the requisite sales effort 
on the part of their driver-salesmen. 
As one wagon jobber put it, “If a 
grocer calls up the driver-salesman of a 
manufacturer at nine o’clock at night 
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requesting five pounds of margarine, he 
tells him he will deliver it in the morn- 
ing. If the grocer calls me up, I tell 
him I'll be right out.” Because the 
wagon jobber is his own businessman, 
he is more likely to require higher 
standards of his driver-salesman than 
the supervisor in the truck selling or- 
ganization of a manufacturer. 

Manufacturers have also turned to 
the use of wagon jobbers because of the 
flexibility that characterizes their serv- 
ice. If sales in a given territory decline, 
the manufacturer can look for another 
distributor. If he had his own organi- 
zation he would have to obtain and 
train new men. It is easier to get a 
wagon jobber. 

Regular wholesalers often refuse to 
handle the products of small companies 
who have been unable to create a large 
demand for their products. These firms 
have the alternatives of providing their 
own sales force to sell to retailers or of 
utilizing wagon jobbers. Even if these 
firms have the capital to finance their 
own sales organization, they often do 
not have the length of line necessary to 
economically justify using their own 
salesmen. A good many of these smaller 
firms have turned to wagon jobbers to 
distribute their products. Because of 
lower overhead costs the wagon jobber 
can often profitably sell a product at a 
volume which would be unprofitable 
for other types of wholesalers. The fact 
that the brand may not be well known 
is not as much of a disadvantage to him 
as it is to the wholesaler whose sales- 
men are only “order takers.” 

Because of the heterogeneity of retail 
outlets for their products or small unit 
purchases, some manufacturers have 
been unable to get their customers com- 
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pletely covered by other types of whole- 
salers or their own sales force. In such 
a situation, wagon jobbers may be used 
to sell to accounts which could not be 
economically serviced by either the 
company’s own sales force or regular 
wholesalers. Such accounts include gas 
stations, lunchrooms, restaurants, and 
smaller grocery stores. These outlets 
may be willing to pay higher prices to 
the wagon jobber than they would pay 
to regular wholesalers because of the 
specialized service they obtain. Some 
of the products sold by wagon jobbers 
in markets which are not completely 
covered by other methods are bever- 
ages, candies, and bakery products. 

In the auto accessory field exclusive 
agencies are seldom granted at the 
wholesale level, and manufacturers 
usually try to get all the wholesalers to 
carry their products in order to secure 
complete market coverage. The chief 
advantage of wagon jobbers in this field 
is their ability to show the dealer the 


accessories rather than selling by means’ 


of catalog illustrations. 


Disadvantages of Wagon Jobbing 


Wagon jobbing is limited in its scope 
to products which require rapid de- 
livery and those which require special- 
ized selling and display. Other methods 
of wholesaling are more economical for 
products which do not require either 
of these things. Whenever the manufac- 
turer can stimulate sufficient brand 
preference for his products to pull them 
through the trade channel without 
specialty selling, wagon jobbing, as an 
exclusive method of distribution at 
least, would usually not seem feasible. 
Products which are bought in sizable 
unit quantities are generally not 


adapted to wagon jobbing. Since the 
economies which accrue to wagon job-| 
bing are those which result from the: 
ability to provide specialized selling, the 
number of items carried must remain 
limited. If the wagon jobber attempts to) 
carry too many items or unrelated items | 
he loses the advantage of product spe-. 
cialization. The ability of wagon job-. 
bing to provide economical specialty 
selling depends primarily on conditions ; 
which allow accurate determination of | 
demand. This means that the products; 
distributed by this method are limited! 
to those for which there is a relatively: 
stable demand and a high turnover. | 

One disadvantage of the wagon job-- 
ber is his financial weakness. He usually’ 


maintains only a week’s supply of 
goods, and the manufacturer whe: 
chooses to utilize this distribution sys-- 
tem must carry more inventory than he: 
would if he sold through other types of: 
wholesalers. The wagon jobber is also) 
usually unable to extend credit to re-- 
tailers and therefore may lose sales that: 
might otherwise be made. This weak-- 
ness, however, is compensated for to) 
some extent by the ability of the wagon, 
jobber to sell in small quantities and his; 
willingness to make adjustment for un-- 
sold goods. Another drawback for man-- 
ufacturers who use wagon jobbers is: 
that the market coverage may be some-- 
what limited by this method of distri-- 
bution. The wagon jobber usually ob-- 
tains an exclusive agency for the goods: 
he handles, and he is ordinarily unable: 
to sell to all the possible outlets in his; 
area. The manufacturer may also ex-- 
perience some difficulty in obtaining: 
good distributors in all areas, thus caus-- 
ing the geographical distribution of hiss 
products to be spotty. Some manufac-- 


| 


: 


‘ 


WAGON JOBBING 


turers overcome this problem by using 
their own trucks in some areas and 
utilizing wagon jobbers in others. 


The Future of Wagon Jobbing 


Although the types of. products for 
which the wagon-jobbing method of 
distribution is suited are limited, sales 


_ of these products have greatly expanded 
in recent years. All the wagon jobbers 


interviewed by the writer reported in- 


7 . oY whe 
creasing sales and were optimistic as to 


the future. In the food trade the larger 
sales of wagon jobbers seem to be 


mainly the result of the greater de- 


— Se? 
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mand for the products they already 
handle; there appears to be no general 
trend toward selling other food prod- 
ucts through wagon jobbers. It seems, 
therefore, that wagon jobbing sales may 
very well increase to the same extent 
that the sales of products suited to 
wagon jobbing increase. In the food 
field it seems probable that the system 
will continue its steady growth in im- 
portance — up to a point at least. Cer- 
tainly wagon jobbing has achieved a 
secure position in this field and does 
not seem likely to decline in relative 
importance. 


Some Economic Effects of the New 


Morrisville, Pennsylvania, Steel Plant 


NATHAN BELFER 


Assistant Professor of Economics, Pennsylvania State College 


IN DECEMBER, 1949, the United States 
Steel Corporation announced plans to 
build an integrated steel mill in Morris- 
ville, Pennsylvania, on a site along the 
Delaware River. The plant, named the 
Fairless Works, will be the most mod- 
ern in the industry, utilizing the best 
steelmaking practices and equipment 
available. The statistics on the plant 
are impressive. It will cover a site of 
more than 3,800 acres, will cost over 
$450 million, will produce 1,800,000 
ingot tons of steel a year, and will em- 
ploy 6,000 workers. Capital investment 
per worker will be approximately $75,- 
000. By contrast, capital invested per 
production worker in 1949 was $9,227 
in the iron and steel, nonferrous metals, 
and metal products industries and 
$9,407 in all manufacturing industry.* 
Numerous steel-fabricating companies 
have indicated their intention of con- 
structing new plants near the U. S. 
Steel mill. In time, the area may be- 
come one of the country’s major steel 
centers. 

The advent of a new and modern 
steel plant in an area hitherto devoted 
to farming and residential pursuits in- 
volves an impact almost beyond imagi- 
nation. The economic and social char- 
acter of the area will undergo a rapid 
and major transformation. Both old 
inhabitants and newcomers to the area 


* National Industrial Conference Board, 
Business Record, May, 1953, p. 178. 
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face numerous perplexing problems. 
The new plant will also have consid- 
erable effects on the location pattern 
of the steel industry of the United 
States. It is entirely possible that in a 
short time the eastern seaboard, which 
is now a steel-importing center, will 
produce a surplus of steel which it will 


ship outside the area. This new loca- 


tion pattern for the steel industry will! 
gain momentum with the increased 
importation of iron ore from Venezuela 
and Labrador. The steel mill construc- 
tion will also influence significantly the 
development of the port facilities along 
the Delaware River. 

The Morrisville, Pennsylvania, region 
is now in a sense an entire integrated 
laboratory area where the social scien- 
tist can study the process of rapid 
industrialization and the significant 
social and economic developments 
which follow therefrom. A rich amount 
of raw material is available; the limita- 
tions of space permit the examination 
in this article of only a few selected 
problems connected with this phe- 
nomenon. 


ie 


The problem of location in the steel 
industry is no different from that in 
other industries: namely, the need to 


select a site where cost of production, , 
including freight charges to the market, , 
will be at a minimum. Basically, iron. 
and steel is a transport-oriented indus-. 


PE pe ON he re ee A et He 


ECONOMIC EFFECTS OF NEW STEEL PLANT 


try. Costs of labor, power, raw materials 
at the source, and other items are sub- 
stantial, but the regional differentials 
in these are small compared with differ- 
entials in transport cost on raw ma- 
terials and finished products between 
possible steel-producing regions. In the 
case of labor costs, which can be as 
high as 25 percent of the total cost of 
finished product, regional wage differ- 
entials are being minimized by union- 
ism and company-wide collective 
bargaining. 

The major advance in iron and steel 


; technology has been in fuel economy. 


In the mid-eighteenth century, 8 to 10 
tons of coal were required per ton of 
pig iron. Thus the industry was defi- 
nitely located with respect to coal sites. 
It was cheaper to transport a small 
amount of iron ore to the coal site and 
finished pig iron to the market than to 
move large amounts of coal to the ore 
site or the market area. By the middle 
of the nineteenth century, coal require- 
ments per ton of pig iron had been 
cut to 2.5 tons, but an additional 2.5 
tons were required to convert the pig 
iron to steel or wrought iron. Coal sites 
were still the dominant location factor. 
By 1939, because of improvements in 
the blast furnace and other technologi- 
cal advances, coal requirements were 
only 1.5 tons for each ton of finished 
steel. Consequently, the strength of coal 
sites as a factor in steel production 
location was considerably diminished. 
In 1935, 1.83 tons of iron ore were 
required per ton of finished steel. In the 
last two decades, scrap has been in- 
creasingly used instead of pig iron in 
steel production. Scrap is obtained from 
two sources: the plant itself and the 
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steel-consuming market. The increased 
use of scrap makes the steel industry 
somewhat less concerned with iron ore 
sites. Today approximately one-third of 
a ton of scrap is purchased per ton of 
finished steel. In the nineteenth century, 
little scrap was used, and transportation 
costs on scrap from the market to the 
plant were of only minor concern. To- 
day, however, a production site close to 
the market where scrap is generated is 
advantageous, since it results in de- 
creased scrap transportation costs. Fur- 
thermore, the increased use of scrap has 
been in part responsible for the decline 
in coal requirements. Less coal is re- 
quired in the open-hearth furnace to 
melt scrap than is required in the blast 
furnace to melt iron ore. Thus, the in- 
creased use of scrap has decreased the 
locational importance of both coal and 
ore sites. 

Finally, to be efficient, a steel plant 
has to be large and integrated with 
rolling mills and other finishing facili- 
ties. The efficient use of blast furnace 
and coke oven gases required an in- 
crease in the size of blast furnaces 
and open-hearth furnaces. Further- 
more, considerable economies could be 
achieved if production facilities were 
vertically integrated to minimize cooling 
and reheating of materials. Hence, a 
plant must be fairly large to achieve 
the economies of integration. This, in 
turn, requires orientation toward a 
market large enough to absorb the 
output of a fully integrated plant. 

At present the transportation of fin- 
ished steel to the market accounts for 
more than one-half of all transportation 
costs as indicated in the following tabu- 
lation: 
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Weighted Transportation Costs of 
Steel Products 


Amount Cost per Percent of 
(in tons) ton-mile total cost 
Coal ir rane jg 1.42 1.04 Peat 
Ini Onenecatn — dialer 0.70 DeLett 
Finished steel 
productse, «| L.00 3.06 53.2 
Total transportation cost.... 100.0 


Source: Adapted from Allan Rodgers, 
“Industrial Inertia—_A Major Factor in 
the Location of the Steel Industry in the 
United States,’ Geographical Review, XLII 
(January, 1952), 58. 

Several current developments further 
emphasize the increased importance of 
the market as a factor in steel plant 
location. First, there are mounting ac- 
cumulations of scrap in older industrial 
areas. Second, the use of oxygen and 
enriched air in the blast furnace and 
open hearth results in further reduc- 
tions in coal requirements. Third, bene- 
ficiation and purification of ore at the 
mine site will result in lower transport 
costs per ton of usable ore. It can, 
therefore, be reasonably expected that 
because of transport cost differentials 
and technological developments, the 


market will exercise the dominant influ- 


ence in steel plant location.” 


* Discussions of location patterns in the 
iron and steel industry can be found in the 
following: Walter Isard, ‘Some Locational 
Factors in the Iron and Steel Industry Since 
the Early Nineteenth Century,” Journal of 
Political Economy, LVI (June, 1948), 203- 
17; Allan Rodgers, ‘Industrial Inertia — A 
Major Factor in the Location of the Steel 
Industry in the United States,” Geo- 
graphical Review, XLII (1952), 56-66; 
W. Isard and W. M. Capron, ‘‘The Future 
Locational Pattern of Iron and Steel Pro- 
duction in the United States,” Journal of 
Political Economy, LVII (April, 1949), 118- 
33; W. Isard and J. H. Cumberland, ‘New 
England as a Possible Location for an Inte- 
grated Iron and Steel Works,’ Economic 
Geography, IV (October, 1950), 245-59. 


The fundamental problem in plant. 
location is to select the site that mini- 
mizes cost of production including 
freight charges to the market. However, 
in the steel industry the location of steel 
production has been greatly influenced 
by the pricing practices used by the 
industry. The single-basing-point sys- 
tem, otherwise known as “Pittsburgh 
Plus,” was in force in the first quarter’ 
of the twentieth century. Under “Pitts- 
burgh Plus,” steel was sold at the Pitts-. 
burgh base price plus the rail freight 
from Pittsburgh to the consuming 
center, regardless of the location of the 
producing Pittsburgh _ plants. 
quoted the same price as competitors; 
whose plants were closer to the market. 
The consumer had to pay “phantora; 
freight.” To minimize transportation 
costs, steel fabricators located in the: 
Pittsburgh area. This, in turn, stimu-: 
lated the further development of the: 
basic steel industry in the Pittsburgh 
district at the expense of other areas.. 
Pittsburgh Plus was declared illegal,, 
and in 1924 in response to a Federal! 
Trade Commission order, a multiple-- 
basing-point system of pricing was; 
adopted. Under this system, a number: 
of basing points for pricing were estab-- 
lished with differentials above the Pitts-- 
burgh base. This decreased the advan-- 
tages which producers in the Pittsburgh 
district formerly had enjoyed. There: 
was an expansion of both production 
and fabrication facilities in other areas. | 
However, Pittsburgh was in a favored 
position as it had the lowest base price. | 
Furthermore, delivered prices were kept 
high enough so that it was possible for: 
Pittsburgh mills to compete in outlying, 
market areas and still make a profit. | 


mill. 
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The growth of new facilities in the out- 
lying market areas was thus retarded 
somewhat. In 1948, the Supreme Court 
declared the basing-point system illegal 
and the steel companies adopted an 
f.o.b. mill system of pricing. 
Theoretically, the location of basic 
steel capacity should not be influenced 
by the form of the pricing system — 
Pittsburgh Plus, multiple basing points, 
or f.o.b. mill. The basic problem is still 
to select a site such that costs of pro- 
duction plus costs of marketing will be 
at a minimum. However, the basing- 


_ point system has resulted in an undue 


and uneconomical concentration of 
basic steel facilities in the Pittsburgh 
district. The basing-point system has 


_ probably concealed from steel indus- 


% 
: 


trialists the various factors which should 
have been considered in location deci- 
sions. Under basing-point pricing, Pitts- 
burgh mills were able to sell in outlying 
markets at a profit. Cost savings could 
have been realized if these outlying 
markets supplied by Pittsburgh had 
been served by mills at closer locations. 
Transportation costs on finished steel 
products would have been less. Thus 
the basing-point system veiled a loca- 
tional structure which was somewhat 
obsolete; the enforced introduction of 
f.o.b. pricing in 1948 highlighted the 
advantages for a steel company in 
being close to the market so that it 
could compete pricewise for customers. 

United States Steel’s. interest in a 
basic steel plant on the eastern sea- 
board was accelerated by the abandon- 
ment of the basing-point system. Its 
principal steelmaking facilities in the 
East are concentrated in the Pittsburgh 
district. Bethlehem Steel, its largest 
competitor, has three plants in the east- 
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ern seaboard area—at Steelton and 
Bethlehem, Pennsylvania, and Sparrows 
Point, Maryland. The basing-point sys- 
tem enabled U. S. Steel to compete 
successfully with Bethlehem on a price 
basis in the rich eastern seaboard mar- 
ket. Abandonment of basing-point 
pricing put U. S. Steel at a distinct 
disadvantage in this market area in 
comparison with Bethlehem. In the 
steel industry, it is commonly stated that 
everything east of Harrisburg, Penn- 
sylvania, is Bethlehem territory. By 
December, 1953, Bethlehem’s eastern 
plants will have the following annual 
steel-producing capacities: 
Sparrows Point. . . .6,000,000 tons 
Bethienen’.-.... 5: 3,200,000 tons 
Breeton gests 1,300,000 tons? 
With an f.o.b. mill pricing structure, 
Bethlehem can supply most eastern sea- 
board customers at a cheaper transpor- 
tation cost than other steel producers. 
Furthermore, since Sparrows Point is 
on tidewater, Bethlehem has an ad- 
vantage over competitors for the foreign 
steel market. Sparrows Point can also 
use cheap water-borne foreign ore. 
After 1948, therefore, U.S. Steel had 
a definite need for an eastern tidewater 
plant to improve its competitive posi- 
tion. The site in Morrisville, Pennsyl- 
vania, on the Delaware River was ideal 
for many reasons. First, the plant will 
be well situated to serve the large and 
growing eastern market for steel prod- 
ucts. The site is three miles south of 
Trenton, 32 miles northeast of Phila- 
delphia, and 60 miles southwest of New 
York City. Approximately 17 percent of 
the country’s population lives within 


3 Richard A. Smith, “Bethlehem Steel and 
the Intruder,” Fortune, March 1, 1953, p. 
103. 
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150 miles of Morrisville; about one- 
third of the American population lives 
within 300 miles of the new Fairless 
Works. The  Trenton- Philadelphia - 
Washington area consumes 7 million 
tons of steel annually. Metropolitan 
New York and northern New Jersey 
provide an annual market for 2.5 mil- 
lion tons. New England can absorb 2 
million tons of steel each year.* Within 
100 miles of Fairless, there are numer- 
ous expanding metal-working centers 
such as Newark, New York, Trenton, 
Philadelphia, Wilkes-Barre, Baltimore, 
and Harrisburg. The transportation dis- 
advantage that U. S. Steel had suffered 
in supplying the eastern seaboard mar- 
ket from Pittsburgh plants will not 
exist at Morrisville. The freight charge 
per ton of sheet steel from Pittsburgh 
to New York City is $11.50; from Mor- 
risville to New York City it is only 
$4.14. The freight charge from Pitts- 
burgh to Philadelphia is $9.60 per ton 
of sheet steel; from Morrisville to 
Philadelphia it is only $2.07. Bethlehem 
will now be at a bit of a disadvantage 
in these markets. Freight charges from 
Sparrows Point to New York City are 
$7.13 per ton of finished steel and from 
Sparrows Point to Philadelphia $4.49.° 
Thus, the location at Morrisville re- 
stores to U. S. Steel the ability to 
handle Atlantic seaboard business prof- 
itably which it lost in 1948 to Beth- 
lehem when the basing-point system 
was abandoned. 

Second, the mill is advantageously 
located with regard to raw materials. 


“Federal Reserve Bank of Philadelphia, 
“Steel on the Delaware,” Business Review, 
May, 1952, pp. 3-9. 

° Compiled from ICG and American Iron 
and Steel Institute data. 


Ultimately the ore requirements of the 
new Fairless Works will be met by 
cheap water transportation of ore from 
the new iron mines of Venezuela. U. S. 
Steel can utilize Cerro Bolivar, a moun- 
tain of iron, 58 percent pure, which it 
is developing there.® (Bethlehem al- 
ready enjoys water-borne ore transpor- 
tation at Sparrows Point.) The plant is 
located close to heavily industrialized 
areas and there is a plentiful supply of 
scrap available. Scrap could also be 
brought in economically by water from 
both foreign and domestic points. West 
Virginia coal can easily move by rail 
to Norfolk and Newport News, Vir- 
ginia, for cheap water shipment te 
Morrisville. 

Third, U. S. Steel was able to as- 
semble a site of 3,800 acres with an 
abundant supply of fresh water, vital 
in steelmaking operations. The plant 
will use 250 million gallons of water 
daily as a cooling and conveying agent. 
Fourth, the location in lower Bucks 
County between Trenton and Philadel- 
phia provides a large and diversified 
labor market from which the plant can 
draw for its needs. 


I. 

The construction of a $450-million 
plant will obviously have vast effects on 
the immediate area and the general 
economy. The first direct impact is 
resulting from the actual physical con- 
struction of the plant. U.S. Steel is em- 
ploying 200 prime contractors. These 
prime contractors, in turn, gave out 
subcontracts to 2,000 subcontractors. 


* An interesting account of this develop- 
ment is contained in T. W. Lippert, “Cerro ) 
Bolivar,” Journal of Metals, February, 1950, , 
pp. 222-36. 
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These subcontractors used approxi- 
mately 2,000 additional subcontractors. 
It is estimated that supplies and ma- 
terials for construction were purchased 
from 130,000 business firms. Direct 
construction labor on the site at the 
peak of activity was about 10,000.’ It 
is almost impossible to estimate pre- 
cisely the number of workers involved 
in manufacturing and transporting ma- 
terials to the plant. It was undoubtedly 
far in excess of the original 10,000 con- 
struction jobs. 

The Fairless Works will employ 
about 6,000 people. To house the steel 
workers and their families and others 
who may come into the area, two 
major communities are being built. 
Levittown is a 16,000-house project 
now rising on 5,000 acres of former 
farmland two miles south of the Fair- 
less Works. There is provision for 
schools, playgrounds, swimming pools, 
churches, shopping centers, and other 
community facilities. Fairless Hills, two 
miles west of the plant, will have 4,500 
homes spread over 1,250 acres. Numer- 
ous smaller housing developments dot 
the landscape throughout the region.*® 
The entire area had a population of 
75,000 in 1950. It is expected that there 
will be over 150,000 persons in the area 
by the end of 1954. Such rapid growth 
in what was primarily farm country 
creates numerous community problems. 
Among the issues the area faces are 
the following: provision of sufficient 


‘Compiled from U. S. Steel data. 

® Detailed information on these housing 
developments is contained in Selected As- 
pects of Change in the Lower Bucks County 
Critical Defense Housing Area to April, 
1952, interim report issued in May, 1952, 
by the Division of Housing Research, Hous- 
ing and Home Finance Agency. 
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schools, land-use planning and zoning, 
transportation needs, housing, recrea- 
tional facilities, public buildings, police 
and fire protection, water supply, sew- 
age disposal, hospital facilities, and 
health and welfare services. 

The area is divided into nine bor- 
oughs and eleven townships, each with 
its own government. The problems re- 
sulting from the rapid industrialization 
of the area cut across the arbitrary 
political boundaries of townships and 
boroughs. One example will suffice to 
show the extent of this condition. The 
Fairless Works are in one township. 
The principal housing developments, 
however, spread across several town- 
ships. This raises numerous difficulties 
in the area of municipal finance. The 
townships having the housing develop- 
ments must supply schools and other 
community facilities. They cannot tax 
the steel plant which may be in a 
separate town. A community of houses 
and shopping centers with no indus- 
trial facilities might have difficulty pro- 
viding an adequate tax base to run a 
borough government and to build 
schools and other required community 
facilities. Various groups, including the 
Bucks County Planning Association, 
the Pennsylvania State Planning Asso- 
ciation, and the United States Housing 
and Home Finance Agency are study- 
ing the various civic and planning 
problems which the area faces. The 
Philadelphia Housing Association, a 
private planning group, has recom- 
mended that the problems of the area 
could best be met by incorporating all 
the boroughs and townships in lower 


Bucks County into one large city.® 


° Issues, Philadelphia Housing Association, 
January-February, 1953. 
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Such a new city would combine both 
industrialized and residential areas and 
would thus be financially able to meet 
the challenge of the vast industrial 
developments taking place in the 
region. While interesting and impor- 
tant, the various issues in this area are 
more the domain of the political scien- 
tist and the city planner than the 
economist. There is a considerable 
amount of literature available to those 
who wish this subject 
furthers? 


to pursue 


Til. 


Large quantities of materials are 
necessary to the operation of a steel 
mill. Fairless will undoubtedly attract 
new companies to the area which hope 
to supply such materials as refractory 
brick, fuel oil, lubricants, coal, and 
chemicals. Harbison-Walker and Gen- 
eral Refractories have new plants un- 
der construction close to Fairless to 
supply fire brick. Local limestone pro- 
ducers are enlarging their facilities. 
Eventually iron ore and coal will be 
shipped in directly to Fairless by water 
to a U. S. Steel unloading dock. At 
present, however, coal and iron ore 
are being shipped in by rail and the 
local railroads have expanded to handle 
this traffic. Approximately 400 freight 
cars will have to be moved in and out 
of the plant each day to accommodate 
4,900,000 tons of rail traffic annually, 
including raw materials and finished 


* Division of Research, Housing and 
Home Finance Agency, of. cit.; “Delaware 
River Region at Point of No Return,” Busi- 
ness Week, April 5, 1952, pp. 58 ff.; Man- 
power Impact of the Bristol-Morrisville 
Boom, Pennsylvania Bureau of Employment 
and Unemployment Compensation, 1951; 
Boom in Bucks County, Pennsylvania State 
Planning Board, 1951. 
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steel products. Both the Pennsylvania 
Railroad and the Reading Railroad 
have built new facilities to handle this 
volume of traffic.1t The mill will also 
result in the expansion of the highway 
system. A very large percentage of 
purchased supplies and finished prod- 
ucts will be shipped by truck. Both 
New Jersey and Pennsylvania have 
plans for new and supplementary high- 
ways and the relocation of existing 
roads to accommodate anticipated in- 
dustrial and new residential traffic. The 
power needs of the Fairless Works are 
substantial. The plant will generate 
about one-half of its own electric 
power and the remainder will be pur- 
chased from the Philadelphia Electric 
Company, which has an initial con- 
tract to supply 60,000 kilowatts annu- 
ally. Philadelphia Electric is building 
new generating capacity to meet this 
demand. Thus, the expansionary effects 
of the new mill will extend also to 
suppliers of materials needed to keep 
a steel mill operating. 

Steel is a basic commodity in many 
manufacturing activities. Steel fabri- 
cators — concerns which buy finished 
steel in the form of bar, plate, and 
sheet steel and manufacture it into 
such products as automobiles and auto 
parts, refrigerators, office furniture, 
agricultural machinery, tanks, air con- 
ditioning equipment, airplanes, home 
appliances, and 
products — find that it is frequently 
advantageous to locate in the vicinity 


“A general description of the rail facili- 


ties at the plant are contained in ‘Railroad | 
a speech | 


Transportation at Fairless Works,” 
made by E. Grosvenor Plowman, Vice Presi- 
dent — Traffic, U. S. Steel Corporation, to 
the New York Railroad Club, January 15, 
19538 
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of a basic steel mill. The basic steel- 
making facilities at Gary, Indiana; 
Sparrows Point, Maryland; Pittsburgh, 
Pennsylvania; and Lackawanna, New 
York, for example, attracted numerous 
_ steel fabricators to these areas. Finished 
steel capacity per year at Fairless will 
be 235,000 tons of hot-rolled sheet, 
289,000 tons of cold-rolled sheet, 170,- 
000 tons of tin mill product, 285,000 
‘tons of bars, and 281,000 tons of steel 
pipe.’? Companies which have already 
made definite commitments to move 
‘into the Morrisville area include manu- 
facturers of electronic equipment, auto- 
mobile bodies, kitchenware, pressed 
steelware, and sponge iron products. 
Various other metal-working com- 
panies in a variety of industries at- 
tracted by the prospect of quality 
steel at low transportation costs are 
_studying proposals to move into the 
_area. While steel furnaces and rolling 
_mills are tremendous and costly they 
can be controlled by relatively few 
Steel fabricators, 
those with mass-production assembly 


men. particularly 


line operations, employ several times as 
many people per acre as do basic steel 
plants. The eventual erhployment in 
eg brcating plants will thus prob- 
-ably be substantially more than the 

employment at Fairless itself. 
Other basic steel companies may be 
attracted into the area for the same 
reasons that appealed to U. S. Steel — 
a mill on tidewater with ample fresh 
water supplies and close to the rich 
eastern seaboard steel market. National 
Steel has assembled a site at Paulsboro, 

New Jersey, down the Delaware River 


2% “The Fairless Works,’ Steel, September 
21952, p. 123. 


from Morrisville. It has announced that 
it will construct a basic steel plant 
costing about a quarter of a billion 
dollars sometime in the future.?® 


IV. 

When the plans for the mill were 
first announced, it was anticipated that 
there would be a vital impact on the 
local labor market.1* While Fairless 
has been important, it has not resulted 


*Tt should be pointed out that there has 
been a tremendous amount of industrial de- 
velopment in the entire Delaware River 
area. It is estimated that from 1945 to 1955, 
approximately $2 billion will be spent in 
the Delaware Valley for new industry, ex- 
pansion of existing industries, increasing the 
facilities of public utilities, and for high- 
ways, airports, and bridges. Over 300 firms 
are building or expanding in the area be- 
tween Trenton and the mouth of the Dela- 
ware River. The steel plant at Morrisville 
is thus only one aspect, although an ex- 
tremely significant one, of over-all industrial 
developments in the area. Companies which 
are expanding or constructing new facilities 
include those in aircraft, radio, electrical 
equipment, appliances, chemicals, oil refin- 
ing, and pipe mills. Harbor and port facili- 
ties, power capacity, and railroad and other 
transportation facilities are being rapidly 
enlarged. Needless to say, local chamber of 
commerce groups have been publicizing all 
these developments and there is talk of an 
“American Ruhr” in the Delaware Valley. 
Further information on this entire industrial 
development is contained in the following: 
“Delaware Valley, U. S. A.,” published by 
The Philadelphia Inquirer, October 13, 
1952; Industry on the Delaware, Federal 
Reserve Bank of Philadelphia, 1952; Hugh 
Scott, “Our Industrial Boom,” Philadelphia 
Inquirer Magazine, November 11, 1951, pp. 
7-10; and George E. Whitwell, Vice Presi- 
dent, Philadelphia Electric Hotel, ‘Recent 
and Future Development of Delaware Val- 
ley, U. S. A.,” speech delivered May 19, 
1953. 

“ Manpower Impact of the Bristol-Morris- 
ville Boom, Pennsylvania Bureau of Employ- 
ment and Unemployment Compensation, 
1951. 
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in any major tightening of the area’s 
labor market. The labor requirements 
of the plant are only 6,000, a surpris- 
ingly small number in view of the 
investment of almost half a billion dol- 
lars. All managerial personnel and the 
bulk of highly skilled workers — ap- 
proximately 1,000 in number — were 
brought in from other steel plants. In 
the hiring of workers locally, U. S. 
Steel has deliberately proceeded slowly 
and cautiously so that the local labor 
market would not be upset. The mill is 
being opened gradually, and hiring has 
been adjusted to the time schedule for 
the commencement of manufacturing 
operations. Thus, it has not been neces- 
sary to hire 5,000 workers at once, 
which would create a very tight labor 
market. The plant will receive appli- 
cations from and interview persons al- 
ready employed in the area. However, 
it is extremely sensitive on the issue 
of labor pirating and will not offer 
employment to a man locally employed 
until it has checked with his employer. 
Other companies in the area have indi- 
cated that U. S. Steel is following the 
“rules of the game” in respect to hiring 
workers employed elsewhere. No one 
firm in the Trenton-Morrisville area 
has felt any manpower pinch so far 
because of worker exodus to the steel 
plant. Although Philadelphia is only 
32 miles away, very few workers have 
been recruited from there. The bulk of 
the workers to be hired will prob- 
ably come from the greater Trenton- 
Morrisville area. Workers have been 
applying for jobs at the plant because 
of the opportunities for advancement 


which they believe to exist there.’ 

The personnel office does not believe: 
it will have any major problem in hir-. 
ing its quota of unskilled and semi-. 
skilled workers. Skilled workers are: 
definitely in short supply in the area) 
and the company has generally re-- 
cruited them from firms outside the 
Trenton - Philadelphia labor market 
area. While there is an ample supply; 
of people willing to work at the plant, 
very few of them have the necessary, 
skills and a comprehensive job training 
program is necessary. It is estimate 
that of the 5,500 nonsupervisory em- 
ployees, approximately 75 percent wiil 
be new to the steel industry. To meet 
this need, an elaborate training pro 
gram has been established at the mill 
Training programs have also been es- 


tablished for management. Approxi- 
mately 50 percent of management 
personnel have never been in manage: 
ment before, and the other 50 percent 
will be in new positions. The training 
problem is thus a large one and there 
is also a significant timing problem 
The training of management personne 
and production workers must be inte: 
grated and completed within a limitec 
period of time, namely the intervai 
between the arrival of personnel or 
their jobs and the expected starting 
date of operations. To meet these train 
ing needs, the Works h 
established one of the most extensive 


Fairless 


* Professor Richard Lester of Princeto> 
University is conducting a study of th 
Trenton labor market area. The study wii 
include an analysis of the impact on othe 
employers in the area that has resulted fror 
the new steel plant. 


ECONOMIC EFFECTS OF NEW STEEL PLANT 


and thorough training programs ever 
devised in the steel industry.?® 


Vc 


In the construction of its new plant, 


_ U.S. Steel has received the cooperation 


of other companies and industries, the 
local population, and representatives of 
local, state, and Federal government 


units. In one major area, however, 


U.S. Steel has run into a good deal of 
opposition. One of the most important 
considerations leading to the decision to 


locate at Morrisville was the fact that 


it was on the Delaware River close to 


tidewater. Cheap water-borne bulk 
shipments of iron ore by ocean-going 
carriers would thus be available. Coal, 
manganese, fuel oil, and other supplies 
would also be brought in via low-cost 
water shipments. A slip large enough to 
handle ocean-going vessels has been 
constructed at the plant. The Delaware 
River can accommodate ocean-going 
vessels up to the Allegheny Avenue 
bridge in Philadelphia. From that spot 
to the Fairless Works, the authorized 


_ channel depth is only 25 feet. This is 


insufficient to handle large ocean-going 
vessels which draw up to 35 feet of 
water. In fact, the channel depth is not 
even the authorized 25 feet. River 
traffic above Philadelphia has been 
light and the river has been allowed to 


silt up, so that there is an estimated 


8 feet of sediment to be removed to get 
to the authorized 25-foot depth. In the 
summer of 1952, the U. S. Corps of 


Engineers gave out contracts to remove 


* The author is making a separate de- 


tailed study of the training program at the 


plant. 
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this accumulation to restore the chan- 
nel to its authorized depth. 

U. S. Steel was aware of this prob- 
lem when it began construction of the 
mill in 1951. It believed, however, that 
Congressional authorization for a $95- 
million dredging project would be 
quickly forthcoming. The company did 
not anticipate the great delay that 
would occur in getting the Delaware 
River made navigable for deep-draft 
ocean-going vessels. Initial operation of 
the plant calls for annual delivery by 
water of 3.3 million tons of foreign 
iron ore (chiefly Venezuelan) and do- 
mestic coal. In addition, the company 
plans to import an additional 3.5 mil- 
lion to 6 million tons of iron ore to be 
shipped to its inland plants in the 
winter months when no ore moves 
down the Great Lakes. It is anticipated 
that more blast furnaces and open 
hearths will be installed at Fairless in 
the future which will require an addi- 
tional 3.7 million tons of iron ore and 
coal. Other products to be delivered to 
Fairless by water include fluorspar, 
fuel oil, and lumber. It is also planned 
to ship out of the plant by water sub- 
stantial tonnages of steel and large 
quantities of coal by-product chem- 
icals such as tar, light oil, and sulphate 
of ammonia. The potential volume of 
tonnage traffic is thus very high." 

In the absence of a deep channel, 
U. S. Steel is now compelled to transfer 
iron ore from ocean-going vessels to 


™ Additional information on the channel- 
deepening project is contained in “The 
Delaware — Artery of Defense,” U. S. Steel 
News, October, 1952, pp. 8-9, and “Dredg- 
ing for Prosperity,” Chemical Week, July 
ROMO D2 apa oz. 
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barges or railroad cars at Philadelphia 
for further transportation to the mill. 
Coal is being moved from Norfolk to 
Fairless by small barges which can 
operate in the present channel. Both 
of these methods are substantially more 
expensive than the direct movement of 
cargo to the mill by deep-draft vessels. 

Why has U. S. Steel run into sub- 
stantial delay in getting the channel 
deepened to accommodate ocean-going 
vessels? There has been some concern 
from municipalities on the river that 
deepening the channel might cause salt 
water to enter deep fresh water wells 
and thus damage local water supplies. 
A study of this problem is under way. 
Most competent authorities agree that 
deepening of the channel would have 
no effect on groundwater and would 
not endanger fresh water supplies. The 
basic opposition to channel deepening 
appears to come from Philadelphia 
port and railroad interests. The poten- 
tial volume of water traffic at Fairless 
is huge. At present, without a 40-foot 
channel, ocean-going ore vessels must 
be unloaded at Philadelphia to barges 
or railroad cars for further movement 
to Fairless. If this method continues, 
Philadelphia port and railroad groups 
will enjoy a substantial growth in ton- 
nage handled and revenue received. 
This will be, of course, at U. S. Steel’s 
expense. The issue is currently being 
fought before Congressional commit- 
tees. Until the channel is deepened to 
accommodate large ocean-going vessels, 
U. S. Steel will not enjoy low-cost 
tidewater shipping, which was one of 
the major reasons why the new plant 
was located at Morrisville. 


VI. 


What effects will the Fairless Works: 
have on the general pattern of the steel 
industry in the United States? With 
the elimination of the basing-point sys- 
tem in 1948, U. S. Steel’s competitiv: 
position in the eastern seaboard steel 
market was seriously affected. U. S, 
Steel had supplied customers in that 
market mainly by shipments of steel 
from plants in Pittsburgh and Youngs- 
town. With the inauguration of f.o.b 
mill pricing, eastern seaboard steel fab 
ricators found that they could enjoy 
considerable freight savings by pur- 
chases from local plants. The construc: 
tion of the Fairless mill restored U. 5 
Steel’s competitive position in the east- 
ern steel market. 

What effect will Fairless have of 
U. S. Steel’s plants in the Pittsburgh 
region? So long as the seller’s marke» 
in steel continues, U. S. Steel wil 
operate all its plants at full capacity 
The loss of eastern customers to the 
Morrisville plant will not affect the 
Pittsburgh mills, which can now sell al 
their production in their natural ma 
ket areas where steel can be shipped by 
rail more cheaply than steel from othe 


market centers and in outlying marke 
areas where customers are willing t 
pay premium prices to obtain steel} 
Things may be different, however, i 
there is a slump in the demand fo 
steel. In that case, U. S. Steel ma 
decide to close down some of its high 
cost, inefficient, and obsolescent Pitts: 
burgh facilities. F.o.b. mill pricing wii 
undoubtedly have serious effects ii 
areas where steelworking capacity ! 
greater than the needs of the locz 
consuming and natural market areas. 


ECONOMIC EFFECTS OF NEW STEEL PLANT 


The Morrisville plant is a manifes- 
tation of the geographic reorientation 
currently under way in the steel indus- 
try. For, the past half-century, the 


_ geographic center of the steel industry 


had been slowly moving westward. 
Accessibility to high-grade coking coal 
and Mesabi iron ore was a major 


factor. In addition, new steel markets 
_ were found in the rise of the Midwest- 
ern agricultural machinery industry, 


on the 


> ie 


a 


the growth of the Detroit automobile 
industry, and the development of the 
oil industry in the Southwest. Steel- 
making facilities, consequently, 
panded faster in the Pittsburgh and 
Midwestern areas than in the East. In 
the last decade, with population grow- 
ing most rapidly in the areas bordering 
Atlantic, Pacific, and Gulf 
coasts, markets assumed 
creased importance in locational deci- 
sions in the steel industry. The 
announced postwar expansion pro- 
grams of the large steel companies 
indicate that the major additions to 
steel capacity will be made on the 
Atlantic seaboard, in the South, and in 
the far West.** Thus, the geographic 
center of steel production is reversing 
its westward movement. The market 
picture is fortified by the raw materials 
situation. As high-grade ores on the 
Mesabi range near depletion, tremen- 
dous quantities of high-grade ore are 
being developed in Venezuela and 
Labrador which can be cheaply shipped 
by water to tidewater plants. 


ex- 


have in- 


8 A. Greenspan, ‘““Making Steel Capacity,” 
National Industrial Conference Board, Busi- 
ness Record, February, 1951, pp. 66-69, and 
“Using New Steel Capacity,’ National In- 
dustrial Conference Board, Business Record, 
March, 1951, pp. 102-106. 


) 


Eastern tidewater steel mills are in 
an excellent position to serve the mid- 
dle Atlantic, New England, and export 
markets. Coastal markets, both Atlantic 
and Pacific, can be supplied by cheap 
water transportation. Inland markets 
can be reached by relatively short hauls 
by rail and truck. In the past several 
years there has been a major expan- 
sion in the Delaware Valley of such 
heavy steel-using industries as aircraft, 
auto assembly and auto parts, pipe 
fittings, office furniture and equipment, 
and various machine products. The 
market for finished steel in the New 
York-Trenton-Philadelphia area _ is 
greatly in excess of the region’s steel- 
producing capacity. Approximately 
one-half of the finished steel consumed 
in the area comes from the Pittsburgh- 
Johnstown, Chicago-Gary, and Youngs- 
town districts.’ F.o.b. mill pricing will 
place eastern mills at a distinct com- 
petitive advantage over these older 
steelmaking centers. Export markets for 
steel can also be served more eco- 
nomically from eastern tidewater plants 
where finished steel can be loaded di- 
rectly on ocean-going vessels. Thus, 
both raw material and market con- 
siderations indicate a continued ex- 
pansion of eastern steelmaking facilities. 
This will result in a relative decline in 
the older steel centers east of the 
Mississippi, particularly those in the 
Pittsburgh region. 


VII. 


The present plant occupies a small 
part of the 3,800-acre site which U. S. 


” Federal Reserve Bank of Philadelphia, 
“Steel on the Delaware,” Business Review, 


Mayan Oo2 pag: 
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Steel has assembled on the Delaware 
River. It will tend to displace the com- 
pany’s Pittsburgh-Youngstown plants 
as a supplier of its eastern seaboard 
customers. There is room for consid- 
erable expansion in the future. It has 
been estimated that the potential at 
Fairless is 6,000,000 ingot tons of steel 
annually, more than triple the present 
installed capacity. Since the eastern 
market will still be short of over-all 
steel capacity, it is quite probable that 
the Fairless Works will be expanding 
for many years to come. New construc- 
tion, however, will be slow and gradual 
in contrast to the hectic growth of the 
past two years. Companies linked to 
the steel plant either as suppliers or 
users of its products will also enjoy a 
gradual growth in the future. 

As capacity is expanded at Morris- 
ville, and as U. S. Steel gains a larger 
share of the eastern market, is a com- 
petitive battle with Bethlehem Steel, 
its well-entrenched rival in the eastern 
region, to be expected? Historically, 
steel companies don’t engage in open 
battles if they can be avoided. A rule 
of reason can be depended on to divide 
markets. U.S. Steel will have a definite 
freight advantage over Bethlehem in 


the area adjacent to Morrisville and) 
will be able to cultivate it at Beth-. 
lehem’s expense. Bethlehem, in turn, 
can concentrate on areas where its: 
mill locations give it advantages over! 
Morrisville. Steel consumption in the: 
East is substantially in excess of the: 
area’s production capacity and is still 
growing. It is, therefore, unlikely that 
U. S. Steel and Bethlehem will engage 
in any major competitive battle ove 
the division of the eastern market. In 
its three eastern plants at Bethlehem, 
Steelton, and Sparrows Point, Bethle- 
hem will have an annual capacity o 
10,500,000 tons by December, 1953. 
This greatly overshadows the present 
capacity of the Fairless Works, 1,800, 
000 tons, and it is therefore not sur- 
prising that Bethlehem has expresse 
no particular concern over the new 
plant. It is quite possible that in th 
future other steel companies in expand- 


ing capacity and in replacing older 
inland plants will locate on the Dela- 
ware River for the same reasons that 
attracted U. S. Steel — availability of 
foreign ores, a tidewater location, a 
abundant supply of fresh water, anc 
access to a large and growing marke> 
area. 


- One, 


ver 


Books Reviewed 


The Political Economy of Monopoly. 
By Fritz Machlup (Baltimore, Md.: 
The Johns Hopkins Press, 1952, pp. 
xvi, 544. $5.50) 

The Political Economy of Monopoly, 
together with a companion work en- 
titled The Economics of Sellers’ Com- 
petition, provides a comprehensive 
treatment of the general subject of 


competition and monopoly. The pres- 


ent volume considers what may be 
broadly described as the institutional 


_and public policy aspects of the subject 
_while the companion volume is devoted 


to the economic theory thereof. 

The heart of this book consists of 
three sections dealing with those poli- 
cies and practices of business, govern- 
ment, and labor, respectively, which 


involve questions of competition and 


monopoly. The outstanding of the three 
sections, in the reviewer’s opinion, 1s 
the one dealing with monopolistic labor 
policies. The author’s treatment is of 


' special interest in view of the prevailing 


ae 


tendency to minimize or deny the 
existence of monopolistic practices of 
unions or, alternatively, to regard such 
practices as a desirable type of monop- 
oly which should be tolerated if not 
encouraged. In approximately one 
hundred pages the author gives the 
clearest and most persuasive statement 
of the opposing position of which the 
reviewer is aware. The fact that the 
viewpoint expressed is a minority one, 
as the author recognizes, enhances the 
usefulness of this discussion. Most of 
the important defenses of labor union 
policies are analyzed, including their 
use for the equalization of bargaining 


power, for correcting the defects in the 
structure of labor markets, for raising 
the level of national income, and for 
improving the distribution of income. 
The connection between wage policies, 
the volume of employment, and infla- 
tion is also considered. 

The discussion of business policies in- 
cludes collusion, mergers, restrictions 
on entry, price leadership, price dis- 
crimination, and unfair competition. 
The total space devoted to these topics 
is not quite one hundred pages and the 
individual topics receive only brief 
descriptive treatment. The author him- 
self indicates that the purpose of this 
section is primarily to provide a de- 
scription of monopolistic practices, and 
emphasizes that it should be supple- 
mented with historical and case ma- 
terial. While the reviewer recognizes 
the necessity of keeping the size of the 
volume within bounds, he is of the 
opinion that more discussion of the 
economic significance of the various 
practices and possible public policies 
for dealing with them should have been 
included and that the section as it 
stands is of limited usefulness. 

The consideration of governmental 
policies opens with a chapter of fifty- 
odd pages entitled “Governmental Re- 
straints of Monopoly,” which provides 
a brief chronology of antimonopoly 
policy, a description of antitrust legisla- 
tion, and a discussion of the develop- 
ment of the law dealing with collusion 
and monopolization, respectively. The 
conclusion is reached that the antitrust 
laws have been a “partial success” in 
dealing with collusion but a “dismal 
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failure” in preventing monopolization 
(pp. 228-33). Two chapters totaling 
ninety-odd pages are devoted to “Gov- 
ernmental Aids to Monopoly.” The 
topics covered include corporation laws, 
tax policies, trade barriers, the patent 
law, restrictive licensing, protection of 
monopolies by public utility regulation, 
conservation measures in the interest of 
producers, agricultural and other types 
of price control, and labor legislation. 
The space devoted to the individual 
topics is necessarily brief. For example, 
only six pages are allotted to the im- 
portant subject of the patent law in 
relation to monopoly problems and 
four pages to the relation of com- 
petitive policy to transportation and 
public utility regulation. 

The treatment of the last-mentioned 
topic is particularly one-sided and in- 
adequate. It is asserted that the “real 
purpose” of Federal motor carrier regu- 
lation was to protect the railroads (p. 
296); the possibility that there were 
other considerations justifying regula- 
tion is not explored. The statement is 
made, without supporting evidence, 
that “the extension of regulation from 
the relatively monopolistically organ- 
ized railroad industry to the competi- 
tively organized trucking industry has 
led to a serious milking of the public” 
(p. 297). Granting that mistakes have 
been made in the administration of the 
Federal motor carrier law, such a state- 
ment is at best a gross exaggeration. 
The activities of rail and motor carrier 
rate bureaus are also criticized but no 
mention is made of the changes intro- 
duced by the Bulwinkle Act. In gen- 
eral, the comment made above with 


regard to the section on _ business 


policies is applicable to the section on 
governmental policies also. 

The volume is rounded out by in- 
troductory and concluding sections. 
The former discusses the concepts of | 
competition and monopoly and states) 
the arguments for and against monop-. 
oly. The latter includes a chapter: 
describing the nature of economic: 
reasoning and the various methods of | 
analysis used throughout the volume: 
and a chapter on “Measuring the De-- 
gree of Monopoly.” Both sections are 
useful and very well done, although a 
case could be made for including the 
subject matter of the concluding sec- 
tion in the introductory section instead. 
The entire volume is written in a clear: 
and interesting style and should appeal 
to nonspecialist readers desiring a gen- 
eral view of public policy questions 
connected with competition and mo- 
nopoly. If adequately supplemented 
with other reading it should also prov 
to be a satisfactory text for course 
dealing with industrial organization 
and monopoly problems. 


Ropert W. HarsBeson 


The Federal Debt: Structure and Im-4 
pact. By Charles C. Abbott (Ne 
York: Twentieth Century Fund! 
1953, pp. 269. $4.00) | 

This book discusses the growth of the} 

Federal debt during World War II.j 

the postwar period, and the Korea 

War, and examines its structure an 

its impact on the American economy. 

In Part I, Professor Abbott explains) 
the expansion of the Federal debt dur-} 
ing World War II and the postwai 
period and the increase of the money 
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supply as a result of war financing. He 
discusses the importance of the new 
government securities, the interest rates, 
the interest burden, the maturity sched- 
ule, and the pattern of debt ownership. 
He traces the control of interest rates 
by the Treasury and the Federal Re- 
serve System and the problems created 
when financial institutions can increase 
or decrease their holdings of govern- 
ment securities at will. 

Professor Abbott then analyzes the 
impact of the large debt on the Treas- 
ury and shows that in the postwar 
period debt management became a 
major concern of the Treasury and the 
economy as a whole. Since the Federal 
Reserve System was supporting the 
Treasury policies and the bonds at a 
pegged price, the Federal Reserve 
Banks acquired some $24 billion in 
government securities which they could 
not sell under a policy of supporting 
the market during the war and the 
postwar period. 

The book then presents the prob- 
lems created by the Korean situation, 
the Treasury refunding problems, and 
the inflationary effects of business bor- 
rowing. The conflict between the Treas- 
ury and the Federal Reserve on inter- 
est rates and pegged bond prices and 
the accord of March, 1951, are 
analyzed. 

In Part II Professor Abbott discusses 
the more technical aspects of the debt 
and its management: the maturity 
schedule, the pattern of ownership, the 
problems of debt retirement, and the 
use of nonmarketable securities. He 
gives particular attention to the 
changes in portfolio holdings of differ- 
ent classes of owners during the post- 
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war period and the shifts to be expected 
as policies change. 

One chapter is devoted to a discus- 
sion of debt repayment and reduction. 
The reason for reduction, the effects 
on the money supply, the interest bur- 
den, and the economic effects of debt 
reduction are considered. In light of 
the policies pursued since 1945, he 
concludes that the Treasury would use 
any excess cash to reduce the debt, but 
that there will be no clear, identifiable 
plan or program of debt retirement. 

In his general conclusions Professor 
Abbott thinks that contrary to popular 
belief the debt does not bring with it a 
threat of national bankruptcy, but that 
the danger is in other directions. That 
is, unless we manage the debt skillfully 
and in accordance with sound prin- 
ciples, its presence may result in infla- 
tion and enhance the risk of boom and 
bust. In addition, the very size of the 
debt constitutes a concentration of 
financial power in the Federal govern- 
ment which might become a threat to 
the free market process and the spirit 
of free enterprise. He concludes that 
“as a whole the postwar policies and 
procedures of the Treasury and the 
Reserve System did not reveal the out- 
line of a broad, long range statesman- 
like program that gave promise of 
settling the basic questions.” 

In connection with Professor Ab- 
bott’s study, a special committee was 
appointed by the Twentieth Century 
Fund to study the research findings 
and to formulate a program of action 
to deal with the problems disclosed by 
the study. The committee was com- 
posed of Professor Arthur R. Upgren 
of the University of Minnesota; Henry 
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H. Heimann, National Association of 
Credit Men; Dean Neil H. Jacoby, 
University of California at Los Ange- 
les; E. B. McNaughton, First National 
Bank of Portland; Earl B. Schwulst, 
Bowery Savings Bank; Louis Stulberg, 
International Ladies’ Garment Work- 
ers’ Union; and Donald B. Woodward, 
Mutual Life Insurance Company of 
New York. The committee’s report, 
which comprises Part III of the book, 
agrees in general with the conclusions 
of Professor Abbott. Eleven recommen- 
dations are made for the management 
of the Federal debt and for policies 
which would lead to greater stability 
and steady economic growth in the 
United States. 

The book is written in nontechnical 
language and should be understandable 
to the general public as well as to aca- 
demic economists and financiers. The 
appendix and tables are a fine compila- 
tion of related data. This is the best 
study that has been made on the struc- 
ture and impact of the Federal debt 
and should be read widely. It would be 
interesting to have Professor Abbott’s 
interpretation of the Treasury policies 
of the new administration in the first 


half of 1953. 
R. M. NoLten 


Wesley Clair Mitchell: The Economic 
Scientist. By Arthur F. Burns, ed. 
(New York: National Bureau of 
Economic Research, 1952, pp. 387. 
$4.00) 


This is a collection of essays about 
the life and work of the late Wesley 
C. Mitchell. The first of three parts 
consists of an “Introductory Sketch” 


by Arthur 


F. Burns, a “Personal 


Sketch” by Lucy Sprague Mitchell, 
and five shorter memorial essays written | 
shortly after Mitchell’s death by close: 
associates and friends. Part Two in-. 
cludes early appraisals of Mitchell’s; 
work by Paul T. Homan, John Maurice’ 
Clark, and A. B. Wolfe. Part Three: 
comprises five essays by Milton Fried-- 
man, Edwin B. Wilson, T. W. Hutch-. 
ison, Alvin H. Hansen, and Joseph: 
Schumpeter appraising different parts: 
of Mitchell’s work. 


Because these essays were written for’ 


a variety of purposes over a span of | 
twenty-two years it is very difficult te) 
discuss them as a whole: they are too 
disparate in nature. Your reviewer will) 
consider a few of them which, in his; 
opinion, are most relevant to an evalu-- 
ation of Mitchell’s work. 

The two introductory essays by’ 
Arthur F. Burns and Lucy Sprague: 
Mitchell give us an excellent account of ' 
Mitchell’s intellectual development and! 
the way each of his major publications: 
laid the groundwork for the next one., 
Indeed, as Burns and Friedman take: 
pains to point out, it is difficult to) 
understand the methodology underlying ; 
his work unless one reads all of 
Mitchell’s publications in chronological | 
order and considers each as part of a) 
series. Much of the adverse criticism of ’ 
Mitchell’s alleged empiricism arises out: 
of the attempt to appraise his later: 
work without regard to its place in his; 
life’s work. 

As an undergraduate at the Univer-- 
sity of Chicago he published in the? 
Quarterly Journal of Economics: 
(1898) an essay entitled “The Quan-. 
tity Theory of the Value of Money,’ 
in which he noted that “deductive: 
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reasoning . . . is proverbially likely to 
lead the inquirer astray, unless its re- 


sults are checked and corrected by in- 


ductive investigation.” This together 


with other articles led to his publishing 


wate Me 


1 I hy ate 


A History of the Greenbacks (1903), 
in which he not only presented an 
explanation of changes in the price 
level but also assembled from original 
sources a great mass of statistical ma- 


terials. Not satisfied with his explana- 
tion of events after the Civil War and 


eS ewe 


also anxious to expand his analysis to 
take in more years, he published Gold, 


Prices, and Wages (1908), which is 


widely recognized as a standard work 


on price changes from 1862 to 1878. 


Here again Mitchell was concerned 
with testing theory by reference to a 
careful study of developments in the 
actual world. 

With this empirical work done, he 
planned in the academic tradition to 
write a theoretical treatise on money, 


- but the more he considered the char- 


acteristics of a money economy the 


more convinced he became that a 
money economy is analytically different 
from an elaborate barter economy and 
that the institutions characteristic of a 
money economy normally generate busi- 
ness cycles rather than equilibrium. 
Not deterred by the enormousness of 
the task, he presented in his Business 
Cycles (1913) first an explanation of 
the business cycle as being inherent in 
a money economy, and second a test 
of his theory by reference to the busi- 
ness cycle developments in four major 
industrial countries. To do this, Mit- 
chell had to assemble many new series 
and it is remarkable that one person 
could have done what we are now 
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inclined to think could be done only 
by a research institute. Mitchell, hav- 
ing recognized the need for group 
research, was one of the founders of 
the National Bureau of Economic Re- 
search, which he headed for almost 
thirty years. During this period he was 
instrumental in working out many new 
statistical series, including that on na- 
tional income, which have been widely 
used by economists. Under his direction 
the National Bureau also developed 
many new statistical series which 
Mitchell and later Burns and Mitchell 
used to test hypotheses originally pre- 
sented in Business Cycles. In 1927 
Mitchell published Business Cycles: 
The Problem and Its Setting, which 
was largely a statistical elaboration and 
re-examination of the thesis advanced 
in Business Cycles. In 1946 Mitchell 
collaborated with Burns to publish 
Measuring Business Cycles, which was 
even more statistical in its orientation 
than was the 1927 book. And finally, 
Mitchell published What Happens dur- 
ing Business Cycles: A Progress Report 
in 1951. 

To discuss each of these would take 
us too far afield. What is important is 
that Mitchell’s work is all of one piece, 
and while his later contributions may 
appear to be primarily empirical and 
devoid of theory, when seen as part of 
the whole they represent a further 
testing and elaboration of his 1913 
theory. They also represent a continua- 
tion of his early revolt against the ex- 
clusive use of the deductive method in 
economics and his insistence on testing 
as well as presenting theories. 

Considered against this backdrop, 
Lucy Sprague Mitchell’s picture of her 
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husband not only as a man of courage 
and self-confidence, who was willing to 
break with tradition, but also as a man 
of great humility is particularly inter- 
esting. We see in Mitchell a man who 
had the “vision to see the problems he 
attacked in their largeness and full- 
ness,’ but who was not paralyzed by 
the enormousness of his task. 

Of the appraisals, Wolfe’s essay en- 
titled ““Views on the Scope and Method 
of Economics,” and Friedman’s “The 
Economic Theorist”” were of most inter- 
est to the reviewer. Written originally 
as a review of a collection of Mitchell’s 
essays published under the title The 
Backward Art of Spending Money and 
Other Essays, Wolfe considers the role 
of ethics in Mitchell’s welfare econom- 
ics and the proper division of labor 
between economic theory of the deduc- 
tive type and institutional economics. 
After pointing out that Mitchell con- 
sidered economic welfare to include not 
only “an abundant supply of service- 
able goods but also a satisfactory work- 
ing life filled with interesting activi- 
ties,” Wolfe went on to show that an 
economist must be prepared to discuss 
the relative importance of competing 
social goals if he is to make social 
policy. It is not enough to collect and 
organize facts showing how the eco- 
nomic system works if the goal is eco- 
nomic welfare. By way of offsetting 
Mitchell’s criticism of the deductive 
theorist, Wolfe argued that the deduc- 
tive theorist and the institutional econ- 
omist are both important workers in 
the vineyard. The function of the 
theorist is to work out the logical impli- 
cations of economic motives and the 
function of the institutionalist is to 


analyze the effect of institutional con- 
trols on the operation of these motives. 
Implied in this position is a criticism 
of the later Mitchell’s emphasis on fact 
gathering as an adequate guide to an 
understanding of the economy. 

In contrast Friedman argues that, 
viewed over his whole life, Mitchell 
was not anti-theoretical. Mitchell was 
not, it is true, primarily concerned with 
the main body of economic theory. 
Rather, he was concerned with an ex- 
planation of economic change. When 
Mitchell started to work in this area, 
the theory consisted for the most part 
of guesses hastily generalized, without 
empirical evidence, into a complete 
explanation of the business cycle. 
Mitchell’s derogatory comments about 
theory were largely correct as applied” 
to the theory of economic change. 
What is most important, Friedman 
argues, is that despite his anti-theo- 
retical statements, Mitchell advanced 
hypotheses about the way a money 
economy functions as a means of or- 
ganizing his empirical work on business 
cycles. It is true that Mitchell was_ 
inclined to hide his theory in what 
purported to be a realistic description 
of developments, but it is there none- 
theless. In this article Friedman states 
what he considers to be Mitchell’s 
theoretical contribution to the explana- 
tion of business cycles. To strengthen 
his case he translates some of these 
contributions into the modern jargon 
of propensities and multipliers and in- 
to a mathematical model. 

Assembled by Arthur F. Burns as a 
memorial to Wesley C. Mitchell, this 
book is not a substitute for a critical 
review of Mitchell’s work. Mitchell’s. 


te ae 
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insistence on testing hypotheses, his 
sponsorship of empirical work in many 
fields, his pioneering work in the study 
of business cycles, together with his 
many other contributions will no doubt 
earn him a high place in the history of 
economic thought. How Mitchell’s par- 
ticular blend of theory and empiricism 
will stand the test of time and of criti- 


- cal re-examination remains to be seen. 


Meanwhile this book is a useful intro- 
duction to his work and a tribute to a 
great American economist. 


E. T. WEILER 


The Sterling An 
Analysis. Prepared by the Special 
Mission to the United Kingdom of 
the Economic Cooperation Admin- 
istration (Washington: Govern- 
ment Printing Office,* 1952, pp. 
672. $3.00) 

The material used in this study was 
originally prepared to provide a factual 
basis for the Mission’s study of the 
United Kingdom’s trading and finan- 
cial position during the postwar period. 
The Mission then decided, wisely, to 
bring this material together in book 
form in order to make it available to 
others who may be interested in ex- 
amining the economic problems faced 
by the sterling area countries. Since the 
sterling area contains a quarter of the 
world’s population, carries on a quarter 
of the world’s international trade, and 
faces, in its several parts, virtually all 
of the economic problems encountered 


Area: American 


*To order, address Superintendent of 
Documents, U. S. Government Printing 
Office, North Capitol and G Streets, N. W., 
Washington 25, D. C. 


in the free world today, the volume is 
of interest not only to those seeking 
factual information about the particu- 
lar countries comprising the area and 
their relations with the rest of the 
world, but to anyone concerned with 
the over-all problem of increasing pro- 
duction, trade, and income levels for 
countries in varying stages of economic 
development, and with the crucial im- 
portance of the United States in the 
world economic picture. 

The volume is divided into three 
parts. Book One, entitled “The Area 
and its Members,” is a lucidly written 
analysis of the sterling area as a whole, 
its basic economic relations with the 
United States and Canada, and the 
particular problems that have beset the 
area since World War II. It is followed 
by an appendix that presents most of 
the relevant factual material in tabular 
form. Book Two deals with the econ- 
omies of the member countries: the 
United Kingdom, Australia and New 
Zealand, the Union of South Africa, 
India and Pakistan, and other mem- 
bers in Africa, Asia, the Atlantic, and 
the Middle East. Book Three deals 
with the principal commodities in ster- 
ling area trade. The graphic presenta- 
tion throughout is superlative, both 
visually and from the point of view of 
communicating the relationships in- 
volved. 

For the general reader, Book One 
will probably have the greatest interest. 
Here the authors present a brief ac- 
count of the development of the ster- 
ling area, during the War, out of the 
“sterling bloc” of the depression years; 
then analyze in some detail both the 
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prewar and postwar trade relations of 
the area with the United States and 
Canada. A good deal of emphasis is 
(correctly) placed on the importance 
of the level of activity in the United 
States to the foreign trade position, 
hence income level, of the sterling 
area, particularly with respect to the 
raw materials exports of the overseas 
members of the sterling area. Since the 
supply of these materials tends to be 
rather inflexible, regardless of price, 
and since the United States is an im- 
portant buyer (in many instances the 
most important), sharp swings in 
United States inventory levels create 
exceptionally sharp changes in their 
prices. In 1932, after three years of 
depression, the value of total United 
States imports from the overseas ster- 
ling area fell by 81 percent (owing 
more to a price decline than to a fall in 
volume) ; the value of rubber and wool 
imports fell by 86 and 91 percent, 
respectively. Even the mild recession 
of early 1949 had a pronounced effect 
on the dollar earnings of the sterling 
area and was an important factor in 
the sterling area crisis of that year. 

A good deal of attention is also de- 
voted to the postwar dollar gap of the 
sterling area and to the measures un- 
dertaken to try to close this gap. Among 
the important reasons for the United 
Kingdom’s dollar gap have been the 
increase in import prices relative to 
export prices; the loss of investment 
income, particularly in relation to the 
level of import prices; the decline in 
earnings on re-exports, banking and in- 
surance services, and shipping; and 
whatever drawings have been made on 
the large external debt resulting from 


the War. All of these have meant a 
much higher level of exports to pay 
for a given volume of imports, com- 
pared with prewar, and have thus con- 
stituted a drain on British resources at 
a time when they were sorely needed 
for reconstruction and new develop- 
ment. In the case of the overseas ster- 
ling area, full employment income 
levels and the desire to industrialize 
have swelled the demand for imports 
from the United States, while the fail- 
ure of the prices of two of the principal 
exports, rubber and gold, to increase 
proportionately to world prices have 
reduced considerably the otherwise 
favorable terms of trade. As for meas- 
ures undertaken to close the gap, the 
authors consider briefly the exchange 
control policies of the area and the 
dollar import restrictions; the attempt 
to increase intra-European trade 
through trade liberalization and the 
European Payments Union; and the | 
devaluation of 1949 and the attempt 
to readjust the geographic patterns of 
trade. 

The one disappointing feature of the 
volume is the failure to take a long 
view, to wonder whether the dollar gap 
is solely a result of the War and its 
dislocations or whether there are other, 
more deep-seated causes that may prove 
extremely difficult to solve. Thus in 
discussing the prewar dollar position 
of the sterling area, the authors point 
out that there was no “shortage” of 
dollars in the sense of some amount of 
external payments that are covered by 
governmental gifts or loans. But sterling 
area imports, before the War, may have 
been kept in check by a low level of 
output and aggregate money income. 
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_ It may be that at full employment in- 


i 


come levels, the demand for imports 
from the United States, at current ex- 
change rates and prices, is so great that 
the international accounts cannot bal- 
ance, while the attempt to balance 
them by a change in exchange rates or 
relative price levels would so worsen 
the terms of trade as to cause an in- 
tolerable decrease in living standards 
or in productive investment. Should 
this be the basic dilemma of the ster- 
ling area (and the rest of the non- 
dollar world), the going will be rough 
for many years to come. 


65 


The authors may have felt, how- 
ever, that conjecture about long-run, 
basic economic problems would have 
involved them in too ambitious (per- 
haps even impossible) a task of meas- 
urement. Instead, they set themselves 
the task of presenting a source book of 
factual materials and a discussion of 
some (if not all) of the major eco- 
nomic problems facing the sterling 
area in the postwar years. In this they 
have succeeded admirably. 


GEORGE KLEINER 


